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Changing to correct accounting method 


shouldn’t bring tax on unreported income 


by ELTON B. TAYLOR 


Tax men considering changing a business from an erroneous to a correct. method 


of accounting worry 
phrase. 


receivables as income, 


about the effect of Section 481 


especially the “except” 


Can, or will, the Commissioner require reporting opening inventory and 


even though the years involved may be closed? This author 


considers the proposition that Section 481 may be interpreted as not affecting the 


Commissioner's power to grant or withhold permission to make the change. He 


considers several lines of cases, concludes that a voluntary change from an incorrect 


method cannot bring into income in the year of change items which under a correct 


method would have fallen into previous closed years. 


Les BEE 
been 


household 


Company had for 30 years 


engaged in the retail sale of 
and _ furnishings. 
Yet, contrary to the requirements of 
Section 41 of the 1939 Code and Section 
39.4-3 of Regulations 118, it had con- 
sistently filed its the cash 
basis. After the enactment of the 1954 
Code, it was decided to shift Bee Com- 
pany to the accrual method of reporting. 
1954 
pared and filed on that basis. In making 
the inventory and 
which existed as of 
excluded from 
the inventory and 
receivables were set up at the beginning 


furniture 


returns on 


Accordingly, its return was pre- 


the change, however, 
accounts receivable 
January 1, 1954 


1954 income; that is, 


were 


of the year as though they had previous- 
ly been taxed. This was done in reliance 
on Section 481(a)(2) of the 1954 Code 
which states in part, “there shall not be 
taken into account any adjustment in 
respect of any taxable year to which this 
section does not apply.”! Despite this 
wording, the return was prepared “not 
without the accountant 
fears that the Commissioner may yet be 
attempt to tax the 
$900,000 of unreported income which 
had accrued under Bee’s method of re- 
porting.* This is an actual case. It was 


trepidation” 


successful in an 


discussed by George F. Shannon, at 4 
JTAX 84. 

His fear is occasioned by two facts. 
The Service has refused to give any of- 
ficial or unofficial ruling or comment on 
its interpretation of the section. And, 
under 1939 Code, there had developed a 
line of cases which appear to hold that 
where the taxpayer voluntarily changes 
his method of reporting from the cash 
to the accrual basis without having ob- 
tained the consent of the Commissioner, 
then the untaxed inventory and receiv- 
ables must be included in income in the 
year of change. It was Mr. Shannon’s 
concern that under the authority of 
these cases the Commissioner may be 
justified in taxing the opening inventory 
and receivables in spite of the wording 
of Section 481(a)(2). It is this phase of 
the pre-1954 situation that I should like 
to discuss. 


Commissioner initiates change 


As Mr. Shannon pointed out, Section 
41 of the 1939 Code and Section 39.41-3 
of the Regulations taken together re- 
quire in effect that where the purchase 
and sale of merchandise is a material 
income-producing inventories 
must be used, and that where inventor- 


factor, 


ies are used the income must be com- 
puted on the accrual method of account- 
ing. With respect to years prior to 1954, 
a considerable amount of litigation de- 
veloped from instances where the Com- 
missioner determined that the taxpayer 
was incorrectly reporting on the cash 
basis. In converting the income to the 
accrual method, he invariably refused to 
take into consideration the opening in- 
ventory and receivables. What we may 
consider the leading case on this point, 
from the standpoint that it was the first 
case of importance, decided 
against the taxpayer by the Second Cir- 
cuit, the Hardy case.2 There the tax- 
had requested permission to 
change to the accrual basis, but the 
Commissioner refused permission on the 
ground that taxpayer was already re- 
quired under the law and Regulations 
to use that method. The Commissioner 
then computed the income on the ac- 
crual basis, and the Second Circuit up- 
held his taxing the opening inventory 
in the year of the change. In a number 
of subsequent cases, however, the courts 
were reluctant to follow Hardy. They 
found for the taxpayer by distinguishing 
these cases principally on the ground 
that in Hardy both the books and re- 
turn were changed whereas this was not 
so in their cases 
criticized the Hardy decision.’ Finally, 
in the Dwyer case,4 the Second Circuit 
specifically overruled its own Hardy case. 
It cited as the reason the principle that 
under the statute of limitations income 
properly accruing in one year cannot be 
taxed in a subsequent year. A number 
of Tax Court cases have since been de- 
cided in accordance with the Dwyer case, 
including David H. Hughs,5 which 
specifically overruled E. S. Iley,6 which 
held to the contrary. 


was one 


payer 


cases. Some of these 


Taxpayer initiates change 


These cases effectively established the 
principle that where the Commissioner 
shifted a taxpayer from the cash to the 
accrual method, regardless of how his 
books were kept, he cannot tax the 
opening inventory and _ receivables. 
However, what the Commissioner's 
representatives term a second line of 
cases, is cited to support the theory that 
when the taxpayer voluntarily shifts to 
the accrual method without having first 
obtained the Commissioner’s consent, he 
is then justified in requiring any rea- 
sonable adjustments, including the in- 
clusion in income of the opening inven- 
tory and receivables. The rationale of 
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these cases is that Section 39.41-2(c) of 
the Regulations, which is a reasonable 
exercise of the Commissioner’s authority, 
requires that permission to change be 
requested and stipulates that the Com- 
missioner and the taxpayer must first 
agree upon the adjustments to be made 
in the changeover. It is improper, say 
these cases, to allow a taxpayer who 
changes without permission to escape 
tax on these adjustments while one 
who requests it must pay the tax conse- 
quences of the changeover. 

Before we examine the cases, a few 
observations may be in order. There can 
be little question that where a taxpayer’s 
income can be properly reflected on 
either the cash or accrual basis if con- 
sistently applied, permission to change 
must be obtained and reasonable adjust- 
ments agreed to. However, where it has 
been reporting on the cash basis in 
direct violation of the Regulations, it 
seems rather foolish to say that he must 
obtain the Commissioner’s permission to 
comply with the law. Furthermore, if 
these decisions are construed to mean 
that in all cases where the taxpayer vol- 
untarily converts to the accrual method 
the adjustments may be made by the 
Commissioner, they are in direct con- 
flict with the principle laid down in the 
long line of cases cited and mentioned 
above, namely that where income has 
properly accrued in a certain year, the 
statute of limitations may not be circum- 
vented by shifting it to a later year. 
However, the two concepts can, in my 
opinion, be easily reconciled. In all of 
the cases decided in favor of the tax- 
payer it was determined that he should 
have been on the accrual basis all along. 
Therefore, his income was actually 
earned in the year in which he sold the 
goods. But if he is reporting on the cash 
basis without being in violation of the 

For purposes of this discussion, the important 
part of the section is: 

“Section 481—Adjustments required by changes 
in method of accounting. (a) General Rule—In 
computing the taxpayer’s taxable income for... 
the year of change (1) if such computation is 
under a method of accounting different from... 
the preceding year, then (2) there shall be taken 
into account those adjustments which are deter- 
mined to be necessary solely by reason of the 


change in order to prevent amounts being dup- 
licated or omitted, except that there shall not be 


taken into account any adjustment in respect of 
any taxable year to which this section does not 
apply.” [Italics added.] 


* Hardy v. Comm’r, 82 F2d 249. 
®Comm’r v. Mnookins Estate, 184 F2d 189; 
Comm’r v. Frame, 1953 F2d 166; Comm’r v. 
Schuyler, 196 F2d 85; Welp v. United States, 201 
F2d 128; Caldwell v. Comm’r, 202 F2d 112. 
* 203 F2d 522 (1953). 
522 TC 1. 
®19 TC 631. 
7L. W. Mallory Estate, 44 BTA 249; Simon v. 
Comm’r, 176 F2d 230. 
8138 F2d 774. 
®14 TC 1103. 

25 TC No. 143. 
1110 TC Memo. 1956-110. 


Regulations, then the taxing of opening 
receivables in the year of the change is 
proper since the income did not accrue 
in prior years. Of course, if inventories 
are involved the cash basis was wrong 
in the first place. 


Taxpayer with wrong method 


As to the proposition that consent to 
change is not required where the tax- 
payer is on the wrong basis, two cases, 
by implication at least, support this 
position.? However, the point was not 
squarely decided since in both cases the 
court found that the cash basis was not 
there improper. In Fowler Bros. & Cox, 
Inc.,8 it was held that the Commission- 
er’s acceptance of the returns on the 
changed basis was equivalent to consent. 

The cases relied upon by the Commis- 
sioner as supporting his right to make 
the changes are few in number. First we 
have Z. W. Koby.® Decided in 1950 be- 
fore most of the cases cited above were 
promulgated, it has not been specifically 
overruled. The petitioner kept his books 
and reported his income on the cash 
basis, although he admittedly should 
have been on the accrual basis. For the 
years 1942 and 1943 he filed his returns 
on the cash basis, but in 1947 he filed 
amended returns for those years on the 
accrual together with refund 
claims. The Commissioner rejected the 
claims but recomputed the income on 


basis 
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the accrual basis without allowing open- 
ing inventories and receivables. Actual- 
ly, then, the Commissioner made the 
change, not the taxpayer, as an amend- 
ed return is not the “return” recognized 
by the statute. He merely used the 
amended returns as information from 
which to recompute the income. Al- 
though the matter of permission to 
change is mentioned in two places in 
this case, it was not a basis for the de- 
cision. In fact, the decision in this case 
was based squarely on the Hardy case, 
which was later overruled. It is certainly 
no authority for the position that where 
a taxpayer voluntarily makes a change 
without permission, the Commissioner 
may tax the opening income. 

Next is William H. Goodrich.1° Here 
the books and returns were on the ac- 
crual basis except for sales, as to which 
only cash sales plus collections from ac- 
counts receivable were included in in- 
come. In 1949, the petitioner changed 
his method of reporting sales to the ac- 
crual basis without obtaining the per- 
mission of the Commissioner. He set up 
opening accounts receivable in making 
the change. These the Commissioner 
eliminated. The court sustained the 
Commissioner’s adjustment on _ the 
ground that the change in method was 
made voluntarily without permission, 
and it distinguishes this from the other 
line of cases where the Commissioner 





THE pRoposeD Regulations indicate 
that the Commissioner is not retreat- 
ing from the position Mr. Taylor re- 
gards as so ill-supported. The pro- 
posed Regulations on accounting 
methods provide at Section 1.446-1(e) 
(2): 

“Except as otherwise expressly pro- 
vided in Chapter 1 of the Internal 
Revenue Code and the Regulations 
thereunder, a taxpayer may change 
his method of accounting only with 
Commissioner. 
Such consent must be secured wheth- 
er or not a taxpayer regards the 
desires to 
change to be proper. Thus, a tax- 
payer may not compute his taxable 
income under a method of account- 
ing different from that previously 
used by him unless such consent is 
secured. A change in the method of 


the consent of the 


method from which he 





IRS INSISTS YOU NEED PERMISSION 
TO CHANGE FROM WRONG METHOD 


PGE 19! 
PGE / B / 


accounting includes a change in the 
general method of accounting for 
items of gross income or deductions, 
as well as a change in the treatment 
of a material item. 

changes requiring 
consent are: A change from the cash 
receipts and disbursements method to 
an accrual method, or vice versa; a 
change involving the method or basis 
used in the valuation of inventories 
(see Sections 471 and 472 and the 
thereunder); a change 
from the cash or accrual method to a 
long-term contract method, or vice 
versa (see Section 1.451-3); a change 
involving the adoption, use, or dis- 
continuance of any other specialized 
method of computing taxable income, 
such as the crop method; or a change 
in the treatment of special classes of 
income or expense.” w 


“Examples of 


regulations 
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[Mr. Taylor is an attorney and CPA, 


practicing in Charlotte, North Carolina.] 


made the change in accounting method. 

The important point, however, is the 
court’s answer to the petitioner’s conten- 
tion that he was on the wrong basis and, 
therefore, did not have to request per- 
mission. It said: 

“We cannot agree with this conten- 
all evident that the 
petitioner’s method of accounting, con- 


tion. It is not at 
sistently applied, would result in tax 
consequences that would differ greatly 
over the years from a strict accrual 
method.” 

Rather than holding that permission 
the tax- 


yayer is on the wrong basis, the court 
) 5 


must be obtained even when 
here merely denies that the basis was 
wrong. This case is, then, no authority 
for the Commissioner’s position that in 
all cases of voluntary change permission 
must be obtained. 

Finally we have Eldridge L. Walker.11 
A painting contractor had been keeping 
his books and filing his returns on the 
cash basis, except that in computing his 
cost he set up small inventories of paints, 
brushes, supplies, etc. These inventories 
varied only slightly from year to year. 
In the year 1950 he expanded his busi- 
ness to include the retail sale of furni- 
ture, slip covers and draperies and there- 
upon, without the consent of the Com- 
missioner, his books to the 
filed his 1950 re- 
turn on that basis. In so doing he set up 


changed 
accrual method and 
his opening accounts receivable, thus 
excluding them from 1950 income under 
the authority of the court decisions on 
this point. 

The court, in holding for the Com- 
missioner, distinguishes these cases on 
the ground that in none of them was 
there a change in the character of the 
business which required a change in 
accounting methods, and in none of 
them was the change made by the tax- 
payer himself without prior consent of 
the Commissioner. An analysis of the 
court’s opinion discloses that the de- 
cision was based on the following: (1) 
The taxpayer was not keeping his books 
on the accrual basis in prior years and 
his returns were therefore filed in ac- 
cordance with his books. The inventor- 
ies were comparatively negligible, were 
not of merchandise held for sale, and 
did not serve to place the accounts auto- 
matically on the accrual basis. (2) Since 
he was on the cash basis he was required 
to change his method to the accrual 


° 
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when he began buying and selling mer- 
chandise and was required to obtain the 
consent of the Commissioner to do so. 
(3) Since he was not on an improper 
accounting basis in prior years, his argu- 
ment that he did not need to request 
consent to change is unsound. (4) Al- 
though the Commissioner’s consent may 
be implied from his acceptance of the 
changed method, he is still justified in 
making the adjustment to accounts re- 
ceivable. 

While I inclined to take issue 
with the court’s holding that Walker was 
obliged to request permission to change 
his accounting method in 1950 when, 
because of the changed nature of his 
business, the Regulations already re- 
quired him to do so, I think the decision 
is right. That is, it is right to the extent 
that it is not in conflict with the line of 
cases holding for the taxpayer. Both in 
this case and in Goodrich, the taxpayer 
was found not to have been improperly 


am 


reporting on the cash basis in prior 
income did not 
accrue in the prior years and can be 
taxed in the year of change. 


years. Therefore, the 


In none of the Commissioner’s cases, 
then, has the court been called upon to 
pass squarely on the question of a vol- 
untary change without permission where 
the taxpayer was found to be on the 
wrong basis prior to the year of change. 
This question was not present in Koby, 
but in both Goodrich and Walker the 
court went to some length to meet the 
petitioner’s argument that since he was 
on the wrong basis he need not request 
permission, by holding that he was not 
on the wrong basis. Thus there was an 
implication, at least, that had the tax- 
payer actually been reporting on a pro- 
hibited basis the decision might have 
been different. 

In fact, how could a court hold other- 
wise and not meet head-on the contrary 
doctrine of the other cases? To illustrate, 


let us assume a hypothetical case. The 
taxpayer has been keeping his books 
and filing his returns the basis 
through 1952. In 1953 he wishes to 
change to the accrual basis and requests 
permission of the Commissioner. The 
latter, after reviewing the application 
and noting that the taxpayer should be 
on the accrual basis anyway, gives ten- 
tative consent dependent upon the tax- 
payer making certain specified adjust- 
ments in the changeover. This is a 


on 


rather anomalous situation. The Com- 
missioner says in effect that he will grant 
permission to make a change which the 
Regulations already require, provided 
the taxpayer conforms with certain re- 
quirements. By implication, if the re- 
quired adjustments are not made per- 
mission will be withheld. But the Regu- 
that this 
change his accounting method! To carry 
the example a step further, let us as- 
sume that the taxpayer challenges the 
right of the Commissioner to require 
these adjustments (as he has a right to 
do) and files the return anyway without 
making them. Now what position can 


lations say taxpayer must 


the Commissioner take? Can he refuse 
permission to change in violation of his 
own Regulations? There is no question, 
however, that he will require the change, 
permission or no permission. All of this 
must lead to the inevitable conclusion 
that there is no such thing as a volun- 
tary change without permission where 
the taxpayer is on the wrong basis. 
Whether or not permission to change is 
sought, the principle of law as estab- 
lished by the courts prevails, namely 
that income which accrued in an earlier 
year cannot be taxed in a later. 

It is, therefore, my conviction that 
the Commisioner would find a hard road 
in attempting to tax Bee Company's un- 
taxed income on the basis of the de- 
cisions which Mr. Shannon has indicated 
he fears. w 


IRS, courts, Code differ on taxation of 


prepaid subscriptions; action needed now 


(y= THE YEARS, one of the most pro- 
tested divergences of tax accounting 
from business accounting has been the 
treatment of prepaid magazine subscrip- 
tions. At the recent Mills committee 
hearings on proposed technical changes, 
Jacquin D. Bierman, of the New York 
accounting firm of J. K. Lasser & Co., 
showed how that inequitable situation 


was further confused by the short-lived 
Section 452 and its repeal. And he noted 
that the recent Beacon Publishing case, 
thought by many to be a solution, has 
been ignored by the Treasury. Those 
readers who are concerned with the dif- 
ficult problem of prepaid income will 
find this statement valuable; those with 
other problems on which Treasury ac- 
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tion seems inconsistent will also find this 
a revelation of the Treasury’s inability 
or unwillingness to provide a definite 
rule. 

This is what Mr. Bierman said: 

Magazine-publishing income comes 
from advertising, from newsstand sales, 
and from subscriptions. Advertising in- 
come only rarely is received in advance. 
Newsstand income is, of course, current. 
Business papers are rarely sold on news- 
stands. 

Business-paper subscriptions normally 
range from one to three years. For farm 
magazines, they may run longer. 

Subscriptions paid in advance are, 
therefore, in the nature of deposits. 
They are earned over a period of time 
as each issue of the magazine is pub- 
fulfillment 
costs, editorial, paper, printing, and de- 
livery, are incurred. 

There are substantial costs in publish- 
ing, printing, and delivering each copy 
of a magazine. Immediate taxation of 
prepaid attributable to 
future issues represents an anticipatory 


lished and as_ substantial 


subscriptions 


tax upon future earnings. Working capi- 
tal required for future issues is current- 
ly depleted. Publishers which cannot 
defer prepaid subscriptions are placed 
at a severe competitive disadvantage as 
against those which can. Historical and 
fortuitious usages dictate consequences 
rather than consistency and fairness. 
To reflect income properly, prepaid 
subscriptions should thus be reported 
when earned. This is sound, normal, and 
conservative accounting practice under 
the accrual method of accounting. It is 
the proper economic basis for showing 
annual earnings. To tax this advance 
payment before it is earned is a distor- 
tion in the annual pattern of income. 


The situation before 1940 


Nevertheless, in 1938 the Internal 
Revenue Service ruled! that prepaid 
subscriptions were taxable to a publish- 
er in the year of receipt. Permission to 
report such subscriptions over the period 
earned was denied on the basis of the 
theory. Under 
this doctrine, advance payments, re- 
ceived with an unrestricted claim, were 
said to be taxable in the year of receipt 
whether then earned or to be earned 
whether the taxpayer was on the cash or 
accrual basis, and whether all or part of 
the payment might have to be repaid. 

However, some publishers had cus- 
tomarily deferred prepaid subscriptions 
over the term during which the maga- 


so-called claim-of-right 


zine was delivered. In 1940 the Service 
extended, in IT 3369, permission to 
such publishers to continue to use the 
deferred method of reporting prepaid 
subscriptions.” 

Since 1940, then, this situation has 
existed: 

Publishers which prior to 1940 report- 


“ed prepaid subscriptions on the deferred 


method could continue to do so. These 
were normally the larger national cir- 
culation general magazines and _ the 
larger metropolitan newspapers. 

Publishers which, prior to 1940, paid 
income tax on prepaid subscriptions, as 
received, were compelled to continue 
this practice. Indeed, prior to 1940, the 
Service had required some publishers to 
change from the deferred method to the 
current method, and these publishers 
received no aid from IT 3369, when it 
was announced in 1940. 

Publishers starting new magazines 
after 1940 had to report prepaid sub- 
scriptions as income when received. 

But even here there was no consis- 
tency. For in several instances prior to 
the Internal Revenue Code of 1954 the 
Service had permitted by unpublished 
ruling certain publishers which had pre- 
viously reported prepaid subscriptions 
in the year received to change to the de- 
ferred method of reporting such income. 

In this context, the enactment of Sec- 
tion 452 of the 1954 Code was especially 
equitable to the publishing industry. It 
swept away past inconsistencies. It 
placed all publishers on a comparative 
tax basis. And it extended true princi- 
ples of accrual tax-accounting to the 
publishing industry. 


The claim-of-right doctrine 


Actually, it is somewhat inconceivable 
that the claim-of-right doctrine should 
have been applied to the publishing in- 
dustry at all. 

The foundation for the claim-of-right 
theory was established by the Supreme 
Court in North American Oil Consoli- 
dated v. Burnett? and Brown v. Helver- 
ing.* But neither of these cases—indeed, 
as far as I know, none decided by that 
Court—involved the current taxability 
of advance payments for future services. 
And it is quite clear that it would be 
unconstitutional to tax advance pay- 
ments for goods or property to be sold 
in the future prior to the recovery of the 
cost of such goods. 

The Federal income tax is not based 
on gross receipts.5 

There are only two reported cases in- 
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volving the proper method of reporting 
prepaid subscriptions by a publisher on 
the accrual basis. One is Bradstreet Com- 
pany of Maine.® The Board of Tax Ap- 
peals there refused to authorize a change 
to the deferral method because under 
the facts peculiar to that publisher there 
was no proof of the income allocable to 
particular subscriptions. It said, how- 
ever: 

“We agree that if a proper portion of 
the total subscriptions could be de- 
ferred, income would be more clearly 
reflected, but we cannot agree that it 
would be proper, in reporting its in- 
come for the years in controversy, to 
defer the accrual by accruing one- 
twelfth of the amount of each subscrip- 
tion in each of the 12 months covered 
by the subscription. . . . The situation 
here is a complicated one. If the amount 
from any particular subscription which 
is earned in each of the two years in- 
volved could be determined, it would 
no doubt be proper to make an alloca- 
tion on that basis.” 

This language was in view of the 
rather unusual set of facts in this case. 

More recently, the 10th Circuit in 
Beacon Publishing Co. v. Commission- 
er? held that the only proper method 
for an accrual-basis publisher to report 
prepaid subscriptions was over the pe- 
riod of the subscription. It said that a 
change in reporting prepaid subscrip- 
tions in the year received to the deferred 
method was not a change in accounting 
method, but rather, a correction of an 
erroneous method. 

No permission from the Service was 
therefore required. It pointed out that 
the claim-of-right theory was essentially 
devoted to determining whether receipt 
represented income. It did not extend 
to the timing of such income which 
must be geared to a taxpayer’s account- 
ing system . 

The court indicated that the advance 
taxation of a prepayment of income 
would destroy the principles inherent in 
the accrual method of accounting. 

The Treasury Department has not 


1GCM 20021, 1938-1 CB 157. 

2 1940-1 CB 46. 

3286 U. S. 417 (1932). 

* Brown v. Helvering, 291 U.S. 193 (1934). 

5 Veenstra and DeHaan Coal Co., 11 TC 964 
(1948). 

623 BTA 1093 (1931), rev’d on other grounds, 
65 F2d 943 (1st Cir. 1933). 

7218 F2d 697. 

8 230 F2d 585 (6th Cir. 1956). 

® Enacted June 15, 1955 by 84th Congress, 2d 
Session. 

10 Report No. 293, accompanying HR 4725, 84th 
Cong., Ist Sess. 

11 Report No. 372, accompanying HR 4725, 84th 
Cong., Ist Sess., p. 6. 

12 Td at 5. 





134 * The Journal of Taxation 


appealed the Beacon case to the Su- 
preme Court. But the Automobile Club 
of Michigan case® involving, among 
other issues, the taxability of automobile 
club dues paid in advance, is now before 
the Supreme Court. Whatever the de- 
cision in that case, legislation is neces- 
sary to authorize the orderly application 
of accrual accounting principles to de- 
ferred subscription income. 

Despite protests by the publishing in- 
dustry and others, Congress passed Pub- 
lic Law 74, repealing Sections 452, re- 
lating to prepaid income, and 462, re- 
lating to estimated expense. This repeal- 
er was clearly designed only to be tem- 
porary. 

The Committee on Ways and Means?® 
indicated that it asked for solutions to 
the problems presented as soon as pos- 
sible, 19 and on March 23, 1955, it an- 
nounced the adoption of a resolution to 
that effect. 

The Committee on Finance said:11 

“Your committee desires to make its 
position clear that it expects to report 
out legislation dealing with prepaid in- 
come and reserves for estimated expenses 
at an early date. As indicated above, the 
existing rulings of the Treasury Depart- 
ment and the court decisions dealing 
with estimated expenses and prepaid 
income are now in such a state of con- 
fusion and uncertainty that in the opin- 
ion of your committee legislative action 
is required on these subjects, In addi- 
tion, your committee believes that it is 
essential that the income tax laws be 
brought into harmony with generally ac- 
cepted accounting principles. Moreover, 
your committee believes that the present 
status, where some taxpayers are able to 
defer prepaid income while others are 
not, is inequitable and should not be 
allowed to continue. In order to elim- 
inate this uncertainty and discrimina- 
tion, definite rules must be written into 
the income tax law. For these reasons, 
your committee plans to begin studies 
in the near future to devise proper sub- 
stitutes for the sections now being re- 
pealed.” 

Specifically with respect to publishers, 
the report said:12 

“The status of prepaid subscription 
income will also be uncertain as the re- 
sult of the repeal of Section 452. In IT 
$369, the Treasury ruled that publishers 
of periodicals on the accrual basis, who 
over a period of years for tax purposes 
had consistently deferred the reporting 
of prepaid income would be permitted 
to continue to file their tax returns on 


March 1957 


this basis. Moreover, one witness appear- 
ing before your committee stated that 
some of the rulings on prepaid subscrip- 
tion income granted in recent years 
have permitted the taxpayer to defer 
prepaid subscription income even 
though the taxpayer had not reported 
his income for tax purposes in the past 
on this basis. 

“Another aspect of the uncertainty 
with respect to subscription income if 
section 452 is repealed arises from a 
recent circuit court decision in Beacon 
Publishing Company v. Commissioner 
(C.C.A. 10th, January 3, 1955). The 
court in this case held that the deferral 
of prepaid subscription income was in 
fact proper under the accrual method of 
accounting. The Secretary of the Treas- 
ury in the letter previously referred to 
which he sent to the chairman of the 
House Committee on Ways and Means 
indicated that the repeal of Section 452 
would not be taken as an indication by 
the Treasury Department of Congres- 
sional intent as to the proper treatment 
of prepaid subscription income under 
prior law or under other provisions of 
the 1954 Code. He also indicated that 
the repeal of Section 452 will not be 
considered by the Department as either 
acceptance or rejection by Congress of 
the decision in Beacon Publishing Com- 
pany v. Commissioner or in any other 
judicial decisions. 

“It has come to your committee’s at- 
tention that the vast majority of pub- 
lishing concerns having prepaid income 
are already deferring their income with 
Treasury approval. It is recommended 
to the Treasury Department that it 
modify its published ruling to the end 
that the remaining publishers may be 
entitled to defer prepaid subscription 
income so that they may be placed upon 
a fair and equitable basis.” 

Permission has been requested by 
some 20 publishers to change their 
method of reporting prepaid subscrip- 
tions to the deferred method. The Ser- 
vice, by unpublished ruling, has refused 
such permission and has advised that it 
will not abandon the principles of IT 
3369. It now apparently desires to await 
remedial legislation, despite the recom- 
mendation of the Committee on Fi- 
nance, and despite the fact that, prior 
to the 1954 Code, rulings had been 
granted permitting certain publishers to 
make the change. 

Publishers which had deferred pre- 
paid subscriptions under Section 452 
found themselves in a dilemma. The 


1954 Code was enacted August 16, 1954. 
Some seven months elapsed before H. R. 
4725 was introduced to repeal that sec- 
tion, and some nine months before the 
repeal of the provision was enacted by 
Public Law 74. 

During this time many business com- 
mitments were based on a financial posi- 
tion reflecting, for the first time, pre- 
paid subscriptions taken into account 
on a deferred basis. Budgets and cash 
flows were projected and bank commit- 
ments were made. Dividend policy was 
established. Bonuses and other compen- 
sation arrangements were agreed upon. 
Negotiations and plans were entered in- 
to looking toward new publications and 
expansion. 


Repeal of Section 452 


The retroactive repeal of Section 452 
threw all of these into uncertainty. Pub- 
lic Law 74 required a statement, having 
the effect of an amended tax return, to 
be filed by December 15, 1955, showing 
the increase in tax due because of the 
repeal of Section 452. It attempted to 
offer taxpayers an opportunity to escape 
technical traps set by the late repeal of 
Section 452. But this attempt merely ex- 
tended the date to December 15, 1955, 
by which certain payments or distribu- 
tions could be made in order to obtain 
an appropriate deduction. 

The Beacon case was decided on Jan- 
uary 3, 1955. By its authority, prepaid 
subscriptions are income on the accrual 
basis only when earned. Publishers were 
theerfore faced with the problem 
that decision or 
whether to adjust their returns to re- 
flect the repeal of Section 452. 

The Treasury Department has refused 
to recognize the holding of the Beacon 
case. As I indicated before, it has re- 
fused to grant publishers requesting 
formal permission to change to the de- 
ferral method of reporting prepaid sub- 
scriptions the right to do so. 

Many 1954 income tax returns are 
now being examined. Publishers which 
have relied upon the Beacon case and 
upon the promise of corrective legisla- 
tion are being threatened with deficien- 
cies and interest. 

Legislation is badly needed, effective 
with the 1954 Code. 

All publishers must be placed on the 
same. basis currently. Those which have 
been prepaying taxes on prepaid sub- 
scriptions must be permitted to catch 
up with those historically permitted to 
defer such income. * 


whether to follow 
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REPRESENTATIVE MILLS ASKS SOME SHREWD QUESTIONS 


ABOUT “INEQUITIES” FAVORING TAXPAYER 


THAT REPRESENTATIVE Mixts is fully 


‘ ; 3 PS e 
aware of the technical implications 


of recommendations by taxpayers was 
once again demonstrated by his ques- 
tioning of Mr. Bierman on magazine- 
subscription income. This is how the 
questioning went. 

Mr. Mills. In order to properly 
determine what is income for taxable 
purposes, it is also essential, is it not, 
to look not only at income and how 
it should be prorated over a period 
of time, but also to look at expenses 
and how those expenses, which will 
be incurred in connection with the 
performance of that service, are to be 
spread or are to be paid by the con- 
cern 

Would you suggest to us that in the 
event we rewrite Section 452 that we 
also provide, not only for the prora- 
tion of the income but the proration 
of the expenses to be incurred in con- 
nection with the performance of the 
service? 

Mr. Bierman. Mr. Chairman, our 
position is that the proper expenses 
are already effectively prorated to the 
years in which the subscription in- 
come is earned. 

There are other expenses which 
might be said to be incurred in con- 
nection with the subscriptions which 
should not be spread, but should be 
deducted currently because of the na- 
ture of the publishing industry. 

The Treasury Department, and I 
believe the Congress, has recognized 
this fact. If I may be permitted to 
explain: 

IT 3369 provided that prepaid sub- 
scription income and the expenses 
related thereto could be prorated or 
spread if that had been the prior 
practice. A great many publishers did 
not defer circulation expenses, in 
other words, the expenses necessary 
to secure a subscription. There are a 
great variety of those expenses, and 
they range all the way from commis- 
sions paid to a salesman employed by 
the company or to independent con- 
tractors, to advertising expense. 

There are a host of these expenses 


designed to secure subscriptions. Over 
the years some of the publishers had 
deferred some of those and not oth- 
ers, and some publishers had not de- 
ferred any. 

In recognition of the fact that these 
expenses are really current expenses 
and not expenses of future earnings, 
Section 23(bb) of the Internal Rev- 
enue Code was enacted and was con- 
tinued in Section 173 of the Internal 
Revenue Act of 1954. This section 
provided that expenses incurred to 
maintain or to increase circulation 
were deductible. 

The Treasury Department has 
ruled that that meant deductible in 
the year incurred. 

In the proposed notice of rule- 
making under Section 173 of the 
1954 Code, the Treasury has said that 
expenses in connection with circula- 
tion are deducted in the year in- 
curred. The reason for that is this: 

A magazine or a newspaper or a 
periodical receives the bulk of its in- 
come from advertising. It is the ad- 
vertising that defrays the cost of the 
publication and produces the princi- 
pal profit. The advertising cannot be 
obtained unless there is a readership 
to which the advertising can appeal, 
and that readership is something that 
must be maintained year in and year 
out. 

The fact that a dollar is spent in 
the year 1956 to secure a three-year 
subscription does not mean that the 
company can rest on that for three 
years. An equal dollar will have to be 
spent, or possibly more, in the year 
1957 to replace the subscriptions then 
expiring. 

The expense in connection with 
obtaining circulation is a current 
operating expense of the company. It 
is not an expense incurred to earn a 
relatively few dollars of a particular 
circulation or particular subscription 
over a period of years. It is designed 
to keep the circulation up, to satisfy 
the Audit Bureau of Circulation 
auditors as to circulation quantity, 
to satisfy the page rates which may 


be geared to the circulation. If the 
circulation below the 
guaranty made to advertisers, there 
will have to be rebates of advertising 
income to the advertiser. 

So the current expenditure of a 
dollar to secure a subscription is 
much more designed to keep the ad- 
vertising income current for that year 
than it is solely to secure an item of 
income which may be deferred over a 
period of years as circulation income. 

Mr. Mills. Mr. Bierman, I assume 
that an equally argument 
could be made that income received 
in a certain year is income received 
in that year, rather than income re- 
ceived over a three-year period. 

We are asked here to go back and 
re-evaluate this entire situation, to 
try to bring tax accounting into con- 
formity with business accounting for 
purposes of trying to reach a true 
measure of what the taxable income 


turns down 


strong 


of a concern is. 

It would seem to me that the in- 
dustries desiring that result would 
place themselves in a much better 
position before the Congress if they 
would contend for an actual correla- 
tion between tax accounting and 
business accounting and not insist 
upon the preservation of that which 
they may already have with respect 
to expensing within one year, ex- 
penses that may actually be paid over 
a three-year period. 

So I hope that the industry seek- 
ing the spread or proration of income 
would also at the same time agree, as 
we rewrite this entire subject matter, 
that the Congress provide that the 
expenses which are incurred in con- 
nection with the development of the 
income be prorated. And not only 
that, but that they also agree to and 
cooperate in a complete re-examina- 
tion of existing rules which permit 
the expensing of what in reality are 
capital items. . . . Do not put us in 
the position, your clients or this great 
industry, of the proverbial indivi- 
dual who, as we say, wants to have 
his cake and eat it, too. * 














136 * The Journal of Taxation 


March 1957 


Accruing taxes on profits at mid-year 


when losses are expected later in the year 


How po YOU ACCRUE taxes at midyear 
when you expect losses to reduce profits 
to date? Arthur Young & Company re- 
ported one such situation in its Journal 
recently: 

“The suffered substantial 
losses from July to December and made 
greater profits from January to June. 
In this case, the company’s fiscal year 


company 


for financial accounting purposes ended 
at the close of its profitable season (June 
30), but its tax returns were filed on a 
calendar-year basis. 

“We found the company using an 
unusual method of providing for in- 
come taxes at June 30, the close of its 
fiscal accounting year. In its income 
statement for the fiscal year ended June 
30 there was deducted as a provision for 
income tax an amount computed by 
applying the income-tax rate to the in- 
come for the twelve months then ended, 
and this reflected as a 
liability in the balance-sheet. While this 
resulted in an appropriate statement of 
net income, it was our position that the 


amount was 


liability in the balance-sheet was sub- 
stantially understated since the com- 
pany, in effect, was in this computation 
using the loss for the six months ended 
the previous December 31 a second time. 
Obviously, since this loss had already 
been reported in the tax return for the 
calendar year, the liability in the bal- 
ance-sheet at June 30 should be based 
the taxable income 


months ended June 30. 


upon for the six 
“The company argued that since it is 
normal for it to suffer substantial losses 
in the six months subsequent to June 
30, it is not necessary to provide for 
taxes on the first six months’ profit, since 
this amount will never be paid to the 
government in the form of taxes. 
“This position does not appear sound 
for the that it is necessary to 
incur future losses if the tax liability is 


reason 


to be reduced by the end of the year. 
Accordingly, unless a full tax liability is 
provided in the balance-sheet based 
upon the untaxed profits for the six 
months, the stockholders’ equity is neces- 
sarily overstated. In other words, either 
the full tax liability has to be paid or 
the company has to lose $2 in the future 
in order to reduce the tax liability by 


$1. 


“This case of a company that normally 


loses money for one-half of the year and 
makes a greater amount in the other 
half raises a collateral question as to 
whether it might not be appropriate in 
the balance-sheet at the close of the fiscal 
year, just following the profitable sea- 





New accounting decisions this month 


son, to establish a reserve for the losses 
which will have to be incurred before 
additional profits can be earned. This 
would be most unusual, and we decided 
that no such provision was necessary in 
the present case, since the company 
could have ceased doing business at the 
end of the fiscal year. In other words, the 
losses in this case were incurred in an- 
ticipation of the ensuing profits to be 
realized.” wr 


CASES INVOLVING CAPITAL GAINS v. ORDINARY INCOME 


Capital gain on sale of inherited land 
after subdivision. There was no evi- 
dence of the cost of improvements and 
subdividing. The court finds from the 
facts, stated, that the 
profit on sale was capital. Plantin, DC 
‘Eex. 


which are not 


Ordinary income on assignment of an 
oil payment. Taxpayer's partnership, the 
owner of producing oil wells, borrowed 
$501,000 and agreed to repay $513,500 
by assigning 60% of the wells’ future 
production. Though the Tax Court al- 
lowed capital gain, this court holds that 
the assigned income is taxable to the 
partnership as earned. The court said 
the nature of the assignment under local 
property law was irrelevant. Under Fed- 
eral tax law, the transaction amounted 
to an anticipatory assignment of income. 
If the economic benefit is that of the 
grantor, the income remains that of the 
assignor. No legerdemain can make the 
assignment a sale of capital 
Slagter, CA-7, 11/29/56. 


assets. 


Ordinary income on sale of defense 
housing [Certiorari denied]. The Sixth 
Circuit held that the question of whether 
dwellings built as defense housing were 
held primarily for sale to customers is a 
question of fact. The Tax Court's hold- 
ing for the Commissioner was affirmed. 
Slatkin Builders, cert. den., 12|3|56. 


Accountant sold goodwill; capital gain 
on agreement not to compete. ‘Taxpayer, 
a nonresident partner in an out-of-town 
accounting partnership, sold his interest 
to the resident partners. The Tax Court 
held that the consideration re- 
ceived by him in excess of the basis of 
his interest for a covenant not to com- 
pete income and not 
capital gain. On appeal, the Tax Court 


entire 


was ordinary 


is reversed. The big thing sold is. good- 
will even though the word was not used 
in the agreement and the purchasers 
were not permitted to use the seller's 
name. The agreement not to compete 
was no more than an assurance to the 
purchasers that they would get the 
thing they paid for. It was incidental to 
and nonseverable from the sale of good- 
will. Masquelette, CA-5, 12/26/56. [An 
article analyzing this decision will ap- 
pear in an early issue. Ed.] 


Ordinary income on sporadic sales of 
mined-out land [Acquiescence]|. ‘Tax- 
payers were equal partners engaged in 
the business of mining and selling sand 
and gravel. They sold a portion of their 
mined-out land through an_ equally 
owned development partnership they 
created. This partnership platted and 
subdivided the tract and improved some 
of the The 


sales of vacant and improved lots were 


lots. court holds all such 
of property held primarily for sale to 
customers in the ordinary course of busi- 
ness and were therefore not entitled to 
capital gain treatment. However, the 
sale of raw mined-out land outside of 
the platted area, without any degree of 
frequency or continuity, was held en- 
titled to capital gain treatment under 
Section 117(j). Reithmeyer, 26 TC No. 
100, acq. IRB 1956-52. 


Covenant not to compete only incidental 
to sale of stock; proceeds all capital gain. 
Taxpayers sold their stock in a corpo- 
ration luncheonette for 
$85,000 and executed a covenant not to 
compete recited to be in consideration 
of $42,235 of the purchase price. The 
court however holds the portion of the 
consideration allocated by taxpayers to 
the covenant was wholly unrealistic. The 
covenant was never actually dealt with 
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as a separate item, was never bargained 
It was 
merely an incidental factor intended to 
assure the transfer of goodwill. Accord- 
ingly, the entire $85,000 received was 
subject to capital gain. Alper, TCM 
1956-271. 


for, and was never evaluated. 


Loss on sale of inherited lot was a 
capital loss. Taxpayer, a resident of 
Florida and the owner of real estate 
there, inherited five Detroit lots in 1927. 
He sold one lot at a loss in 1944, the 
year under review. The district court 
denied an ordinary loss on the ground 
that the lots were held for sale. This 
court reverses; it points out that these 
five inherited lots were held by a trustee 
subsequent to 1940 as security for pay- 
ing alimony. Taylor, CA-5, 11/30/56. 


Sale and repurchase of growing crop a 
sham. Taxpayers sold land with a grow- 
ing crop thereon and agreed to re- 
purchase the crop from the buyer. They 


claimed capital gain on the sale and 
deducted the repurchase as an ordinary 
cost. The court holds the crop trans- 
action a sham which does not affect the 
tax. Towne, DC Calif., 11/5/56. 


Patent agreement was license, not sale; 
income is ordinary. Stating merely that 
taxpayer licensed his patent but did not 
sell it, the court holds the royalties were 
ordinary income. The facts show “the 
taxpayer could cancel at any 
Storm, DC Tex., 11/5/56. 


time.” 


Sale of vessel ordinary income to part- 
nership. Gain realized by taxpayer- 
partnership on the sale of a hull after 
conversion to a tankship is ordinary in- 
come, not capital gain. The intention 
of taxpayer prior to the time he trans- 
ferred the hull to the partnership is 
irrelevant. The court holds that the hull 
was acquired and held by the partner- 
ship for the primary purpose of sale. 
Williams, TCM 1956-270. 


ACCOUNTING METHODS 


Can deduct entire estimate later found 
excessive. Taxpayer is permitted to de- 
1942 an 


accountant’s computation for sums due 


duct in accrual based on an 
employees under a profit-sharing agree- 
ment, even though in 1943, a second 
accountant, on a recomputation, found 
that the The 
excessive portion of the accrual will be 
income in 1943. Estate, 
ICM 1956-281. 


accrual was overstated. 


Nottingham 


Contingent liability to GAW fund not 
accruable. In addition to monthly con- 
tributions, the employer here was re- 
quired by union contract to compute a 
“contingent liability” for contributions 
based on hours worked, payable only if 
needed by the trust fund to pay bene- 
fits. Required monthly payments are de- 
ductible, but the contingent liability is 
not until the requirement to pay be- 
comes fixed and certain. Rev. Rul. 56- 


671. 


“Paid or accrued” means in accord with 
taxpayer's system. The 1939 Code per- 
mitted taxpayers to add to their operat- 
ing loss, in computing a carryover, EPT 
“paid or accrued” in the year of loss. 
The Supreme Court held in Olympic 
Radio (349 U.S. 232) that that phrase 
must be given its ordinary meaning, L.e., 
in accordance with taxpayer’s regular 
accounting method. Consequently, tax- 
payer here, apparently on the accrual 


basis, cannot include taxes paid in the 
year of loss though accrued in others. 
Jervis Corp., Ct. Cls.,. 12/5/56. 


Business casualty was 12% of value; 
loss not limited to 12% of basis. Over- 
turning a ruling which has stood since 
1929, the court holds that taxpayer's loss 
on its orange grove is allowable to the 
full extent of its basis. The Tax Court 
limited deduction to 12% of the basis. 
This court finds no justification in the 
Code for this. The taxpayer may de- 
duct a partial loss up to the basis for 
the entire property. [See extensive com- 
ment next month. Ed.] Alcoma Ass’n, 
Inc., CA-5, 11/30/56. 


Tax return must be on accrual basis 
when books are; can’t defer expenses 
to match income. Although taxpayer's 
professional engineering partnership 
changed from the cash to the accrual 
basis in keeping its books, it continued 
to file its returns on the cash basis. The 
court held the firm income should have 
been reported for tax purposes on the 
accrual basis, the same basis employed 
in keeping the books. Amounts billed 
but not received are therefore income. 
Deductions for expenses actually in- 
curred on jobs in progress could not 
be postponed by the Commissioner until 
the client was billed so as to obtain a 
precise matching of income and ex- 
penses. An accrual-basis taxpayer must 
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deduct all expenses on jobs (except for 
reimbursable expenses which are in the 
nature of loans) when incurred. Patchen, 
27 TC No. 66. 


Replacement of involuntary Lifo liqui- 
dation is earliest purchase in replace- 
ment years. Taxpayer operated a meat 
slaughterhouse. It used the Liro basis 
for inventories, and had an involutary 
liquidation in 1944 and 1945. These 
liquidations were replaced in 1946, 1947, 
and 1948, and the taxpayer claimed the 
Statutory deduction in the earlier years 
for the excess of the cost of the re- 
placements over the inventories liqui- 
dated. It contended that the replace- 
ment costs were measured by the meat 
prices in December of the later years 
because it could known that 
there would be a replacement until 
those The district court dis- 
agreed. The statute provided for the 
pricing of the replacements in their 
order of acquisition on an annual basis. 


not be 


months. 


The earliest costs in the replacement 
years were, therefore, applicable. This 
court afirms. Krey Packing Co., CA, 
12/19/56. 


Later change doesn’t affect down-pay- 
ment; installment method allowed 
[Acquiescence|. On December 30, 1947, 
taxpayer and her family members sold 
all their stock to a corporation for $110,- 
000 ($50,000 in cash and $60,000 in 
notes). Taxpayer’s share was $85,000— 
all of the notes plus $25,000 cash. It was 
however agreed at that time that the 
debt of one seller to the corporation 
would be paid. Early in 1948, the corpo- 
ration set off the debt of $11,000 against 
the notes, available 


thereby making 


retroactively to taxpayer an additional 


$11,000 in cash. The Commissioner 
argued that this increased the 1947 
down-payment to more than 30%; 
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hence, couldn’t use the in- 
stallment method. The Tax Court held 
the “initial payment” in 1947 was the 
original $25,000 and, since it was less 
than 30% of taxpayer's selling price, she 
was entitled to report the gain on the 
installment basis. Ebner, 26 TC No. 122, 
acq. IRB 1956-52. 


taxpayer 


DEDUCTIBILITY 


Can’t deduct cost of sending reporter to 
England to study socialized medicine. 
Taxpayer, a corporation engaged in sell- 
ing surgical and hospital supplies and 
equipment, was requested by two past 
presidents of the Arkansas Medical As- 
sociation to pay for a round-trip air- 
plane ticket to England for a news- 
paperman who was to procure material 
and write articles on socialized medicine 
under the sponsorship of the society. 
Prior to publication, the articles were 
submitted to the society. The court dis- 
allows the deduction, citing Textile 
Mills (314 U.S. 326), in which expenses 
of lobbying and political pressure activi- 
ties to influence legislation were denied. 
Stover Co., 27 TC No. 48. 


Can deduct cost of stock bought to 
settle dispute [Acquiescence]. Taxpayer 
disputed with another over the amount 
due for technical assistance in the de- 
taxpayer's 
tanks. The other party agreed that tax- 
stock after all 
assets, except the disputed contract, were 


sign and manufacture of 


payer would buy its 
disposed of. Taxpayer claimed the cost 
of the stock as an expense. The court 
agreed; the only purpose of the pur- 
chase of the company’s stock was to 
settle a claim. Pressed Steel Car, 20 TC 
198, acg. IRB 1956-52. 


Depreciation on rumpus room allowed 
as business deduction. Taxpayer pur- 
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chased furniture to furnish a rumpus 
room in the basement of his combina- 
tion home and office which was used 
for the entertainment of customers and 
employees. The purchase is held to be 
a Capital expenditure for business assets 
recoverable through annual deprecia- 
tion. Nottingham Estate, TCM 1956- 
281. 


Can deduct expenses paid; stockholders’ 
guaranty to successor not relevant. Dur- 
ing 1950 and 1951, taxpayer paid over- 
charges on gasoline transported for the 
U. S. Government during 1944-46. While 
the matter was in controversy, taxpayer's 
sold their stock, and it 
was agreed that repayments of over- 


stockholders 


charges would reduce the selling price. 
The Commissioner argued that under 
this agreement taxpayer had a claim 
against the buyer and that consequently 
he could not deduct the refunds as ex- 
pense. This the court denies. Taxpayer 
was not a party to the contract of sale 
and had no rights as a third-party bene- 
ficiary under it. The payments are de- 
Highway Express, 


20/56. 


ductible. Alabama 


Inc., DC Ala., 11 


WHAT IS INCOME 


Railroad employees’ back pay is gross 
despite withholding for unemployment 
benefits. Taxpayer received a payment 
for deficiency in wages after a railroad 
merger. However, the railroad withheld, 
as required by law, an amount equal to 
unemployment benefits paid taxpayer in 
prior years. The Service rules that in 
effect the taxpayer received the award 
and repaid the unemployment compen- 
sation. His gross income therefore in- 
cludes the entire award in the year re- 
ceived. Rev. Rul. 56-631. 


Prizes were gifts [old law]. Taxpayer 
was at home, her phone rang, she was 
asked two questions, which she answered 
correctly. Was the $15,000 she won in 
1951, taxable income? The jury finds it 
was a gift because no services were 
rendered. [1954 Code Section 74 pro- 
vides that gross income includes prizes 
and awards, except those in recognition 
of achievement.] Zemp, DC Wyo., 6/ 


20/56. 


Payments to widow of former employee 
were gifts. Her husband’s employer paid 
$44,000 to taxpayer upon his death. The 
payments were made directly to the 
wife, in monthly installments of $4,000, 


in accordance with a board of directors 
resolution that the payment be “as a 
token of the corporate esteem, apprecia- 
tion, and because of the widow’s request 
for help.” The court finds that the pay- 
ments were not intended as compensa- 
tion. The corporation was under no 
obligation to make the payments. They 
are nontaxable gifts. [The decision does 
not state whether taxpayer or husband 
were stockholders. Ed.] Baur, DC Ind., 


8/28/56. Similarly Bledsoe, DC Ind. 
9/28/56. 
Husband’s withdrawals from wife's 


corporations partly loans; no fraud by 
her. [Acquiescence| Decedent inherited 
several corporations from her first hus- 
band. They were managed by her second 
husband, who withdrew large sums for 
his own and her use. The Tax Court 
found these withdrawals were in part 
informal dividends and in part loans 
she intended to repay. The dividends 
were community income and taxable to 
her. However, she is not liable for fraud 
penalties. She was entirely ignorant of 
what he was doing. Simmons Estate, 26 
TC No. 51, acq. IRB 1956-47. 


Stockholder taxed on bargain rental 
from his corporation. Taxpayer and his 
mother occupied a residence which he 
leased from a wholly-owned corporation 
for $900 a year. The court finds that 
the occupancy was at a bargain rental, 
that the fair rental value was $2100, 
and that the difference of $1200 is tax- 
able income to taxpayer. Peacock, TCM 
1956-245. 


Wages of sin are taxable income. In 
upholding deficiencies based on a net- 
worth computation, the Tax Court re- 
jected taxpayer's testimony that she had 
accumulated a cash hoard of 
$7,000 at the beginning of the period or 
that some $2,500 a year she received 
from a man was a gift “in contempla- 
tion of marriage.”” These amounts which 
constituted the greater portion of the 
held to be 
25% penalty for 
failure to file returns was upheld by the 
Tax Court but the fraud penalty was 
set aside because the Commissioner did 
not prove the failure to file was willful. 
The circuit court affirms. Blevins, CA-6, 
10/18/56. 


some 


unreported income, were 


compensation. The 


Contributions to bail fund not income. 
[Non-Acquiescence| The court held that 
funds obtained by taxpayer were not 
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income; they were contributions or gifts. 
Bail Fund of the Civil Rights Congress, 
26 TC No. 57, non-acq. IRB 1956-46. 


WHOSE INCOME 


Stock option given wife additional com- 
pensation to husband. Andre Bulova, 
chairman of the board of Bulova Watch, 
in 1944 granted taxpayer's wife a favor- 
able stock option to purchase Bulova 
stock over a period of three years. The 
option was granted as an inducement to 
taxpayer to come to New York to work 
for the company, and was conditioned 
on taxpayer’s continued employment. 
Che Tax Court found that the option 
was given as additional compensation to 
the husband and not for the purpose of 
enabling the wife to acquire a proprie- 
tary interest. Therefore, when she exer- 
cised the option and bought the stock, 
the excess of the value of the stock over 
the option price was taxable to the 
husband as additional compensation. 
Chis court affirms. Kane, CA-2, 12/5/56. 


Ostensible tavern owner realized no 
income from business. Taxpayer on sev- 
eral occasions erroneously allowed his 
nephew and the latter’s partner to use 
his name as owner in their operation of 
a tavern. The court finds however that 
taxpayer was not an actual owner and 
was therefore not taxable on any part 
of the net income from the business. 
Ronkowskhi, TCM 1956-276. 


Group bought war plant as agent for 
users; no gain on “resale”. The War 
Assets Administration refused to sell a 
Utah plant piecemeal. 
two others were appointed to act for a 


Taxpayer and 


large number of persons each of whom 
wanted a part. The three agents were 
to receive certain assets they wanted 
unclaimed portions. They 
would pay for the parts they wanted 
plus the unclaimed portions the differ- 
ence between the amount offered by 
each participant for his share and the 
total bid to the WAA. Each of the three 
therefore paid some $74,000. However, 
the Commissioner computed the value 
of what they received as considerably 
higher. This he claimed was either com- 
pensation for services or a profit on 
purchase and resale by a “partnership” 
three. The court holds there 
was no partnership and no sale; title 
was taken to the whole property by 
the three simply as agents. Moreover 
the Commissioner’s valuation -is ob- 


plus any 


of the 


viously in error in that it gives the prop- 
erties values which appeared only after 
it was clear that large industrial enter- 
prises were going to reactivate plants 
that had been idle for two years. Wal- 
lace, Ct. Cls. 12/5/56. 


Trader taxed on accounts kept in rela- 
tive’s name; denied credit for taxes paid 
by relative. Although taxpayer main- 
tained various commodity trading ac- 
counts in the names of three relatives, 
the court concludes that the relatives re- 
garded themselves more as _ ultimate 
beneficiaries of a gift rather than owners 
of the accounts. It holds that taxpayer’s 
dominion and control over each account 
makes its income taxable to her. How- 
ever taxpayer was not permitted a credit 
against the determined deficiency be- 
cause of the taxes paid by the relatives 
on the same income. Taxpayer and the 
relatives were not “related taxpayers” as 
defined in 1939 Code Section 3801(a)(3). 
Taylor, 27 TC No. 38. 


WHEN 


No constructive receipt of check im- 
mediately returned. Taxpayer, an at- 
torney, was appointed Special Master of 
a trust estate in 1938. He was paid $50,- 
000 in 1940. In June 1941, an additional 
fee of $50,000 was authorized, but no 
authorization for disbursement was 
made until November 1942. On Decem- 
ber 31, 1941, taxpayer received, endorsed 
and returned a check for $25,000. Half 
the fee was actually paid in 1942, the 
other half in 1943. The court holds that 
the December 31, 1941 check did not 
constitute constructive receipt by tax- 
payer in 1941; he had no right to use 
it. The entire $50,000 was constructive- 
ly received in 1942 when authorized; the 
trust could have paid the entire fee at 
that time. Nangle, Ct. Cl., 11/7/56. 


CCC subsidies accrue when approved. 
Taxpayer received subsidy payments on 
sales of canned food for which it paid 
a support price. The right to the sub- 
sidy was dependent on compliance with 
various rules and regulations, and the 
payments were not aiways received in 
the year the subsidized sales were made. 
Taxpayer's claim that the income should 
not have been accrued prior to audit 
and approved by CCC is upheld. Not 
until then did taxpayer’s right to the 
subsidies become fixed. Although fairly 
accurate estimates could be made prior 
thereto, there was no right to payment 
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until the CCC determined that all con- 
ditions had been met. And the deter- 
mination was not merely a routine act. 
The CCC had considerable discretion. 
H. J. Heinz Co., DC Pa., 11/20/56. 


Can’t deduct interest in year of deferred 
payment; it accrued earlier. Taxpayer- 
corporation issued income bonds under 
a trust indenture calling for semi-annual 
interest payable some ten years later 
after final payment of principal and in- 
terest on certain other bonds. Taxpayer 
accrued and deducted the interest an- 
nually during the ten-year period; all the 
interest was paid subsequently. Tax- 
payer now sues to deduct the interest in 
the years paid. The court holds that the 
deductions were properly taken in the 
years of accrual because the liability to 
pay became absolute in those years, the 
actual payment alone being deferred. 
Natco Corp., DC Pa., 5/9/56. 


Back wages deductible when fixed. A 
1944 War Labor Board directive had 
ordered taxpayer to negotiate the elim- 
ination of intraplant wage-rate  in- 
equities. The court holds that this was 
not a determination that such inequities 
existed in taxpayer’s plants or that a 
liability was fixed. Not until 1948 was 
the payment made (by taxpayer’s suc- 
cessor). The court holds that the liabil- 
ity was not accruable prior to taxpayer's 
dissolution. The court notes that no 
one will be allowed to deduct this, 
though taxpayer bore the economic cost 
in that its value in the reorganization 
was reduced by estimate of the accrual. 
Brainard Steel Corp., Ct. Cls., 12/5/56. 


Dealer must accrue full sales price 
despite deduction by financer. Tax- 
payer, a dealer selling trailers on time- 
payment contracts, assigned the con- 
tracts to a finance company and received 
95% of the full sales price in cash. The 
remaining 5% was set up by the finance 
company as a credit to the dealer-re- 
serve account. The amounts thus 
credited were eventually paid to the 
dealer in cash or used to discharge the 
dealer’s obligation to the finance com- 
pany on its guaranty of the contracts. 
The court holds the full sales price is 
income, whether or not the paper is 
financed. It sees the question as the 
problem of timing a deduction for loss 
of the reserve. Such a deduction was 
not allowable in the year of financing. 
It could come only when the finance 
company might charge losses to it. The 
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court notes that the Fourth Circuit re- 
versed in the similar Johnson case (233 
F2d 932), but it holds to its position. 
Texas Trailerwood Inc., 27 TC No. 64. 
{More extensive analysis will appear in 
an early issue. Ed.]. 


On completed-contract basis, fee is in- 
come when collected. ‘Taxpayer, a part- 
nership computing income on the com- 
pleted-contract basis, completed build- 
ing a library for the U. S. in 1938. It 
accrued $2,500 for the balance due on 
the contract and $25,700 as the amount 
properly collectible to reimburse for 
extra costs due to governmental delays. 
In 1946 it secured a net judgment on 
both items against the Government for 
$13,000. The Tax Court held the 1938 
$25,700 The 
amount of the 1946 judgment in excess 


accrual of improper. 


of $2,500 represented damages and was 
includable in the partnership’s 1946 in- 
come. In 1938, the items were “contin- 
gent and uncertain” and not includable 
in income. This Irwin, 


CA-3, 11/23/56. 


court affirms. 


Contingent legal fees income when re- 
ceived. Taxpayer-attorney received fees 
in 1948 and 1949 under a contingent- 
fee contract when a trial court awarded 
refund. 
decision 


Late in 
was re- 


his clients a_ sales-tax 
1949, the 


versed; rehearing was denied in 1950. 


trial-court 


The state collected the refunded taxes 
from the and the 
attorney became obligated to repay the 
fees. The Tax Court held that the fees 
were received in 1948 and 1949 under a 


attorney’s clients, 


claim of right without any restriction as 
to their disposition or use and that they 
were income to the attorney in the year 
received. The circuit 

Phillips, CA-7, 11/21/56. 


court affirms. 


OTHER DECISIONS 


“Operating day” 
approved. Where 
depreciation of 


basis of depreciation 
the major factor in 
equipment, such as 
rotary oil-drilling rigs, is wear and tear 
arising from use, the equipment may be 
depreciated on the basis of estimated 


operating days. Rev. Rul. 56-652. 


Prices paid in not arm’s-length trans- 
action doesn’t Tax- 
payer acquired assets from its parent ina 
taxable exchange for its stock. The basis 


determine values. 


of the assets is their cost, which is the 
value of the stock. The Commissioner 
asserted the value was the price at 


March 1957 


which the stock was offered to its parent’s 
stockholders. The Tax Court holds that 
this arm’s- 
length, values the stock by valuing its 
their 
which was higher than the sales price. 
Avco. Mfg. Corp., 27 TC No. 61. 


was a transaction not at 


assets, and accepts book value, 


Wife entitled to nonbusiness bad debt 
for advances to husbana’s insolvent busi- 
ness. Taxpayer advanced $92,300 from 
1937 to 1943 to a corporation owned 
by her then husband. Although the 
corporation was insolvent prior to 1944, 
it had a great potential earning capacity 
and sufficient cash to pay part of the 
debt. In 1944 taxpayer’s attorneys com- 
the $2,500 cash. 
Meanwhile, in June 1944 taxpayer di- 
The court holds 
taxpayer exercised sound business judg- 
ment in compromising the debt of $92,- 
300 for $2,500 and that she is entitled to 
a nonbusiness bad debt loss for the 
difference. Pierson, 27 TC No. 34. 


promised debt for 


vorced her husband. 


Can “identify” share sold despite one 
certificate after split. For purposes of 
reporting gain or loss on sale, a stock- 
holder may generally identify stock sold 
by identifying the certificates. Taxpayer 
here had received 20 additional shares 
for each share held. Although the stock 
held had been purchased in three differ- 
ent lots, the new shares received in the 
split were represented by one certificate. 
Upon sale of part of the shares, some 


nine months after the split, he requested 
the company to issue separate certificates 
for the “split” shares for each lot. The 
Service rules that delivery of one of these 
new certificates is an identification of 
the lot sold. Rev. Rul. 56-653. 


Sole stockholder’s diversion of profit to 
corporation ignored. Taxpayer entered 
into a cost-plus contract with the U. S. 
under which he was to sell and install 
septic tanks at induction centers. He 
manufactured the tanks at a cost of 
$5,800, sold them to a wholly owned 
dormant corporation at cost, and re- 
purchased them back for $12,100 before 
final sale to the U. S. The interim sale 
and repurchase were, the court holds 
mere shams; taxpayer's cost of goods sold 
is accordingly reduced by $6,300. Not- 
tingham Estate, TCM 1956-281. 


For involuntary conversion, ownership 
of stock is not ownership of corporate 
assets. A parent corporation was insured 
against loss of value of its investment 
through destruction of the subsidiary’s 
property. The subsidiary’s property was 
destroyed and taxpayer collected the in- 
surance and turned it over to the sub- 
sidiary to acquire similar property. The 
IRS rules the recovery cannot qualify 
for nonrecognition of gain as an in- 
voluntary conversion. Ownership by the 
parent of the subsidiary stock does not 
through to ownership of the 
properties destroyed. Rev. Rul. 56-636. 


carry 








EXCESS PROFITS TAXATION: RECENT DECISIONS 





Change of investment company to op- 
perating company no bar to use of its 
high historical invested capital credit. 
[Acquiescence| Officials of Atlas Corp., 
in order to simplify its corporate struc- 
ture and to realize a tax loss, decided 
to sell the stock of taxpayer, an invest- 
ment company, after first divesting it of 
certain Floyd B. 
Odlum, president of Atlas, agreed to 
purchase the stock at book value only 
because no other purchaser could be 
found. 


desired securities. 


Soon after such acquisition 
Odlum contributed his stock in a wholly 
owned rubber company, VRC, to the 
taxpayer to change taxpayer into an 
operating company, and to give VRC 
the benefit of taxpayer's cash and liquid 
The found the series of 
transactions were not undertaken for the 
sole purpose of giving VRC an excess 


assets. court 


profits tax advantage by making avail- 
able to its taxpayer’s high historical in- 
vested capital credit; and it upheld tax- 
payer’s right to use such credit in com- 
puting its excess profits tax liability for 
1941. Great American Industries, Inc., 
25 TC 1160, acq. IRB 1956-46. 


Royalty income from the mining of 
tungsten subject to EPT. Section 731 of 
the 1939 Code exempts income from the 
mining of the 
profits tax. Taxpayer assigned mining 


tungsten from excess 
properties containing tungsten in return 
for a 5% royalty on all tungsten ex- 
tracted by the assignee. The court holds 
that the royalty was not exempt from 
excess profits tax, aS taxpayer was not 
engaged in the actual mining of the 
strategic material. United 
Mines Co., TCM 1956-277. 
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A. MANNING 


How to plan an executive’s estate to get 


best tax treatment of corporate benefits 


by ROLLAND F. HATFIELD 


Benefits from corporate pension, profit-sharing, or deferred-compensation plans are 


usually the chief assets of an executive's estate today. This is, of course, the natural 


result of high individual tax rates, and the impossibility of his acquiring large 


amounts of capital. But assets produced by such benefits complicate considerably 


his estate planning. This article considers how to set up, arrange, bequeath, and 


finance these corporate benefits so as to achieve maximum tax economy. 


7 MODERN corporation executive is 
salary rich but property poor. Be- 
cause Federal income tax rates progress 
so high and rapidly, he cannot build 
an estate which will enable him either to 
retire at his accustomed living standard 
that 
should die 


or to preserve standard for his 


family if he before he re- 
tires. To some extent, the seriousness of 
this squeeze has been mitigated by the 
development of the various corporate 
devices which help the executive build 
an estate. Prominent among these are 
group insurance, pension and _profit- 
sharing plans, deferred compensation, 
stock options, and stock-bonus plans. 
\ll such executive compensation plans 
have two things in common: (1) they 
are either tax deductible to the corpora- 
tion currently or at some future time, 
and (2) they involve an income tax de- 
ferment for the executive. Commonly 
these devices are referred to as “‘execu- 
tive compensation plans,” but in many 
cases they constitute the principal source 
of capital accumulation in the execu- 
tive’s estate. The capital being generated 
for the corporate executive by various 
executive compensation plans can often 
add up to a surprising total. A $500-a- 
month pension to begin at 65, for ex- 
ample, has a cash value of more than 
$80,000. Since many pension plans give 
the executive a choice of taking the 
value of his pension at retirement in 


cash or in the form of income, the tak- 
ing of the pension benefit in cash, even 
though a long-term capital gains tax is 
imposed, could result in the executive 
receiving a substantial sum of money. 
Similarly, profit-sharing plans in which 
executives participate can also build a 
large sum of capital for the executive. 
An average profit share of $1,800 a year 
for a 40-year-old executive can build a 
fund of nearly $122,000 by age 65 (as- 
suming that the net earnings of 
fund 


the 
are 5% and forfeitures are 2% 
annually). In the same way stock options, 
stock-bonus and deferred-compensation 
plans can create substantial estates. It 
follows that a proper planning of a cor- 
porate executive’s estate involves taking 
into account his “corporate estate.” In 
addition, since the corporate estate will 
usually not mature until retirement, a 
corporate executive must plan his estate 
in two parts, making provision, first, for 
his death before retirement and, second, 
for death after retirement. 


Tax fundamentals of estate planning 


It is elementary that good estate- 
planning begins with the creator's in- 
tent, the objects of his bounty and the 
short, 


estates should not be planned primarily 


purposes he has in mind. In 
with tax-savings in mind, but of course 
if primary objectives can be achieved in 
more than one way, the method result- 
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ing in the lowest estate tax is preferred. 
Consideration should therefore be given 
to some of the fundamental tax rules 
involved in estate-planning. It might 
be well therefore if we digress for a 
moment and restate some of the very 
elementary tax-saving plans that every 
estate planner should constantly keep 
in mind. 

Certainly one of the most important 
estate tax-saving devices is the use of 
the estate tax marital Be- 
cause there is an extensive literature 
on this highly technical subject, I won’t 
go into it here. 

A second way to save estate taxes is by 
making lifetime gifts. A gift, 
for income, gift, and estate 


deduction. 


complete 
tax pur- 
Gift tax 
rates were and are fixed at exactly three- 
quarters of the estate tax rates. This 
does not mean that a gift will eliminate 
only 25% of the potential estate tax. 


poses, can be very attractive. 


The saving will almost always be very 
much larger because the amount of the 
gilt will be taxed at the lowest ap- 
plicable gift tax rates, whereas the prop- 
erty is removed from the highest ap- 
plicable estate tax brackets. A gift of 
$50,000 by an unmarried donor whose 
estate is presently valued at $200,000 will 
incur a gift tax of $943, but it will 
eliminate a 
$15,000. 

A third way to save estate taxes is by 
using, during 


potential estate tax of 


one’s lifetime, one or 
more of the gift tax privileges: the life- 
time exemption of $30,000 for each 
donor, the annual exclusion of $3,000, 
gift-splitting and the gift tax marital 
deduction. The privilege of splitting 
gifts under the gift tax law makes it 
possible for a husband and wife to join 
in making a gift to a child, enabling 
them thereby to make a lifetime gift of 
$60,000 without incurring gift taxes and 
an annual gift of $6,000 to each child 
without incurring a gift tax. 

In the making of any gift, the pos 
sibility that the Internal Revenue Serv- 
ice may claim that the gift was made 
in contemplation of death is always 
present. It would not be proper in a 
paper of this type to enter into a discus- 
sion of all of the technicalities involved 
under the contemplation-of-death doc- 
trine. I think that the con- 
templation-of-death doctrine is more a 
bugaboo than a reality. Under the 1954 
Code, gifts made more than three years 


However, 


prior to death cannot be treated as made 
in contemplation of death. The burden 
of proving that gifts made within three 
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years prior to death were made in con- 
templation of death is easily shifted 
to the Service. Even if a gift is found 
to have been made in contemplation 
of death, it is not only not a crime to 
make such a gift but such gifts frequent- 
ly result in very substantial tax savings 
and almost always result in some saving. 
The reason is that the gift taxes paid 
are reincluded in the decedent’s 
estate—with the property given—for pur- 
poses of computing the estate tax, yet 
the estate receives the credit for the gift 
tax paid. If the gift tax paid was $20,000 
and the estate bracket was 35%, the 
saving amounts to 35% of $20,000 or 
$7,000. 

The fourth method of saving estate 


not 


taxes, is by the use of trusts to create 
additional For instance, 
under the provisions of Section 2503(c) 
a trust can be estabished for a minor 
child, with provision to accumulate the 
income until he is 21 at which time both 
the principal and the income is to be- 
come the property of the child. Such 
property not only would qualify as a 


tax entities. 


gift of a present interest (so that the 
gift tax exclusion would apply) but 
would not be included in the parents’ 
estate. 

Finally, it is always possible to reduce 
the combined estate taxes payable by 
both you and your wife by the creation 
of a successive life estate by will or by 
deed. For example, if property is given 
to your wife for life and then to your 
children there will be no estate tax upon 
your wife’s death because her interest 
ceases with her death. Such a bequest 
to your wife would, of course, not qualify 
the marital but could 
be included in the one-half of your 
estate which does not qualify. 


for deduction, 


Keeping the preceding principles of 
estate-planning in mind, let us turn now 
to consideration of the estate tax treat- 
ment of those elements in a corporate 
executive’s estate which arise from his 
corporation. 


Group insurance 

Most corporate executives are covered 
by group insurance, all or a large part of 
which is paid for by the corporation. 
Such insurance remains in effect only 
so long as the executive remains an em- 
ployee of the corporation; it terminates 
upon his retirement, in most cases, or 
upon his termination of employment. 
Generally, group-insurance plans give 
the executive the right to name the 
beneficiary of the insurance, and conse- 


e 
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quently such insurance is probably in- 
cludible in his estate since the right to 
name a beneficiary is an ownership 
right, even though the executive does 
not own the insurance and does not 
pay the premiums. If his group-insurance 
plan permits him to elect the method 
under which the proceeds of the insur- 
ance will be paid to his wife or family, 
he should bear in mind that if he ties 
strings to the proceeds, such insurance, 
though included in his estate, may not 
be eligible for the marital deduction. 
In planning his estate the corporate 
executive should keep in mind _ that 
group insurance may not be in effect 
as of the time of his death. Since group 
insurance very generally ceases when 
the executive retires, or is very sub- 
stantially reduced, the planning of his 
after-retirement estate is substantially 
affected. 

A new form of insurance coverage has 
been made available to corporate em- 
ployees; that is the so-called “split- 
dollar” insurance plan. Under it, the 
corporation may own a policy on the 
executive’s life and pay the increase in 
the cash value of the policy each year, 
with the executive paying the difference. 
After a few years, usually not more than 
ten, the increase in the cash value ex- 
ceeds the net premium on the policy 
and the has further 
premiums to pay. If the executive dies, 
the proceeds of the 
divided into two parts: one part repre- 
senting the amount contributed by the 
employer is paid to the corporation; the 
remainder is paid to the beneficiary 
named by the employee. Revenue Rul- 
ing 55-713 provides that the insurance 
proceeds received by the employee’s 
family under this plan are not subject 
to income tax but are includible in his 
estate, and the proceeds received by the 
corporation are recovered tax-free. Al- 
though the insurance under such a plan 
will be included in the corporate execu- 
tive’s estate he should bear in mind that 
the amount payable to his named bene- 
ficiary will decrease as the years go by. 


executive no 


insurance are 


Pension and profit-sharing plans 


Another very important development 
in the postwar years has been the growth 
of corporate pension and profit-sharing 
plans. These can generate a very sub- 
stantial amount of capital for the execu- 
tive. The important point to note about 
them is that the values being built up 
in them for the executive are not neces- 
sarily included in his estate. Generally 


the pension or profit-sharing plan is set 
up in the form of a tax-exempt trust 
which meets the qualifications of Sec- 
tions 401(a) and 501(a). The payments 
made into these trusts are deductible by 
the corporation and are not includible 
in the executive’s income until they are 
actually paid out of the trust. The 
monies placed in them are the property 
of and owned by the trustee until such 
monies are actually distributed to the 
executive under the terms of the plan. 
In the event the corporate executive 
dies, the distribution of these funds to 
beneficiaries of the executive is made 
without estate tax consequences. 
That is, to the extent that such funds 
were derived by contributions by the 
corporation and payments were made 
by the trustee they are receivable by the 
executive’s beneficiary without being in- 
cluded in the executive’s estate. How- 
ever, such monies are subject to income 
taxes in the hands of the beneficiary to 
the extent that such payments exceed 
$5,000. The exclusion from an em- 
ployee’s estate of any amount paid to a 
beneficiary under an employee's trust, 
pension or profit-sharing plan, which 
meets the requirements of Section 401(a) 
is provided under Section 2039(c). If the 
corporate executive has contributed 
under an exempt pension or profit-shar- 
ing plan, that proportion of the value 
payable to the beneficiary represented 
by his contributions will be included in 
his estate. 


any 


The favorable estate tax consequences 
of Section 2039(c) are not available to 
the corporate employee if his pension or 
profit-sharing plan is not qualified under 
Sections 401(a) and 501(a). If his plan 
is not qualified, all of his interest to 
which he has a nonforfeitable right im- 
mediately before death is includible in 
his estate. 


Stock options 


Restricted stock options of deceased 
employees are acquired by their estates 
or beneficiaries without loss of their tax 
advantages (Section 421(d)(6)). If an em- 
ployee should die before the expiration 
of the time required under the statute, 
his estate, or the person who acquired 
the right to exercise such option from 
him by reason of his death, can take 
advantage of the provisions of Section 
421. In addition, it has the privilege of 
disposing of the stock without reference 
to the holding-period requirements. For 
instance, if an executive owning a re- 
stricted stock option should die before 
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the expiration of two years, his estate 
or beneficiary can, at the end of the two- 
year period, exercise the option and 
then immediately dispose of the stock 
without incurring ordinary income tax 
liability. Long-term capital gain treat- 
ment will be afforded this transaction 
even though the stock is not held for six 
months after acquisition under the op- 
Furthermore, if in 
income tax liability arises because the 


tion. this situation 
option price was between 85 and 95% 
of the value of the stock, there shall be 
allowed to the estate a deduction with 
estate tax attributable 
to the inclusion in the taxable estate of 


respect to the 


the deceased employee of the net value 
for estate tax purposes of the restricted 
stock option. (Section 421(d)(6)(B)). 

If the executive dies before he exer- 
cises the restricted stock option, the 
value of the stock acquired under the 
option by the beneficiary 
included in his 
total gross estate. Presumably, if his will 


estate or 
would, of course, be 
provides that his widow is the one to 
exercise his rights under the restricted 
stock option, the value of such stock so 
acquired would be entitled to the estate 
tax marital deduction. If the executive 
were to die after exercising the restricted 
stock option but before the expiration 
of the six-month period, the value of the 
stock at the time of his death would be 
includible in his estate. If the executive 
had exercised the stock option and 
acquired the stock in his name jointly 
with his wife, or some other person, the 
full value of the stock would be included 
in his estate if all of the funds to secure 
the stock had been furnished by the 
deceased executive. This points up that 
under the 1954 Code there is a potential 
capital gains tax for which the executive 
should provide. 

With the LoBue decision, stock op- 
tions, if they are not restricted, are com- 
pensatory. This means that, at the time 
the option is given, any spread between 
the option price and the market value 
will be taxed as ordinary income. 
Furthermore, the difference between the 
value of the stock at the time the option 
is issued and the time it is exercised will 
also be taxed as ordinary income. 
While result would 
appear to limit the use of stock options 


this adverse tax 
to the restricted type, it is my opinion 
that this will not necessarily be the case. 
Depending upon the corporate execu- 
tive’s tax bracket, the unrestricted op- 
tion can still be used to advantage. But 
the LoBue decision undoubtedly will 


force the executive to exercise the op- 
tion promptly. To this extent, the de- 
cision will reduce the executive’s estate 
tax problems by putting the stock in his 
estate. 

Under the compensatory stock option, 
the income tax liabilities to the estate 
are not the same as they are under the 
restricted option even where the estate 
reports only long-term capital gain. For 
instance, if a corporate executive, having 
been granted a compensatory stock op- 
tion, were to die after exercising such an 
option, there would be no income tax 
liability to his estate since the difference 
between the option price and the value 
of the stock at the time he exercised it 
would have already been included in his 
individual income tax return. However, 
if the executive were to die before exer- 
cising his option rights under a com- 
pensatory stock option and such rights 
were exercised by his estate or heirs, the 
differential between the option price 
and the stock’s value would be fully re- 
portable as ordinary income. 

Probably the biggest estate problem 
facing a corporate executive who owns 
stock options, of whatever type, is that 
of providing in his estate for the exer- 
cise of such option if he should die be- 
fore he has exercised the option. Even 
while living, a corporate executive will 
usually find it very difficult to take ad- 
vantage of his stock option because of 
the problems surrounding the raising of 
the necessary capital to purchase the 
stock. These problems would become 
compounded if he should die. His estate 
or heirs could only take advantage of 
his stock option if the estate provided 
sufficient liquid funds with which to pur- 
chase the stock at the option price. One 
solution for the executive, 
upon being granted a stock option, to 
take out short-term insurance on his 
life for the purpose of providing sufh- 
cient funds with which to exercise the 


would be 


option. 


Deferred compensation 


Under the typical deferred-compensa- 
tion plan, the corporate executive for- 
goes a current salary increase in return 
for a contract with the employer to pay 
him a certain salary after retirement. 
Generally such agreements state that 
this salary is to be continued to the 
executive’s widow or other beneficiary 
if the executive doesn’t live any specified 
length of time. We are concerned here 
only with this latter aspect. 

If the executive should die before the 
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[Mr. Hatfield, a lawyer, is Manager, Pen- 
sion and Tax Department, Northwestern 
National Life Insurance Company. He 
was formerly Director of Tax Research, 
Minnesota Tax Department.| 


expiration of the stated period of time 
for which his deferred compensation is 
to be continued, there will be included 
in his estate at the time of his death the 
value to his widow or other beneficiary 
of the remaining payments to be made 
under the deferred-compensation plan. 
If the executive bequeaths to his widow 
the right to receive any of the deferred- 
compensation payments remaining to be 
paid after his death, the value of these 
rights would presumably be eligible for 
the estate tax marital deduction. Gen- 
erally, however, most deferred-compensa- 
tion agreements are drawn in such a 
way that the executive does not have 
completely nonforfeitable rights under 
The 
nonforfeitable rights, if they could be 


the contract. reason is that such 
valued, could be subject to ordinary in- 
come in the year in which the executive 
received such rights. It would probably 
be the greater part of wisdom on the 
part of the corporate executive to con- 
sider the value of his rights under a 
deferred-compensation contract to be in- 
cludible in his nonmarital-deduction 
estate. 

The time of the corporate executive’s 
death is 
sidering the estate tax consequences of 


very important when con- 
the deferred-compensation agreement. 
Owing to the tax uncertainties surround- 
ing a deferred-compensation agreement, 
it would appear to be proper to take the 
position in planning the executive's 
estate that, if his death should occur be- 


fore the deferred-compensation _ pay- 


ments begin, it should be presumed that 
the deferred-compensation 


agreement 
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affords the executive no rights of value 
which he can bequeath. Usually, this 
aspect of deferred-compensation agree- 
ments is taken care of by the corpora- 
tion taking out insurance on the execu- 
tive’s life and making it payable to his 
beneficiary if death should occur before 
the deferred-compensation payments 
begin. 

An important problem in deferred- 
compensation contract situations centers 
around valuing of the deferred-com- 
pensation payments which are to be 
continued to the executive’s estate or 
heirs. It has been customary to insert 
contingencies or conditions in the con- 
tract to make certain that the deferred 
payments are not taxable income to 
their recipients until they are actually 
paid. To avoid the danger of current 
income tax liabilities, these contingencies 
must be real and not a sham. To the 
extent that they are real, what the execu- 
tive can leave his estate or heirs be- 
comes a mere expectancy with no value. 
No general rule can be laid down as to 
whether or not the deferred-compensa- 
tion payments continued to a corporate 
estate 
valued. At least it is clear that where 


executive’s widow or could be 
the contract gives the employee the right 
to designate the beneficiary of the 


remaining deferred-compensation pay- 
ments, if any, it is apparent that the 
Commissioner will claim that such right 
is property in the estate of the dece- 
dent at the time of his death and there- 
fore is includible in his estate. 

Finally, it should be noted that pay- 
ments made to a beneficiary under a de- 
ferred-compensation contract are ex- 
cluded from gross income to the extent 
of $5,000 under Section 101(b) and that 
the amount above $5,000 is includible 
in the gross income of the beneficiary. 
Since such payments are includible in 
the gross income of the beneficiary, then 


the estate tax attributable is deductible. 


Lowndes’ and Kramer’s new 
book Estate & Gift Taxation 


A MAJOR NEW work, Federal Estate and 
Gift Taxes, became available recently. 
This 1,028-page book is, according to 
Prentice-Hall, the publishers, “the first 
book on estate and gift taxes since 1942.” 
‘The authors, Charles L. B. Lowndes and 
Robert Kramer, are both professors of 
law at Duke University. 

The book is divided into three parts: 
(1) estate tax, (2) gift tax, and (3) tax- 
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planning for estates. Its purpose is (1) to 
give the experienced practitioner a com- 
pact text to refresh his recollection; (2) 
to give the general practitioner who is 
not a tax specialist convenient means of 
familiarizing himself with the tax con- 
siderations he must have in mind to plan 
an estate properly, draft a will or trust, 
or act as attorney for an estate and (3) 
to give the student an introduction to 


New estate & g 


the basic principles of these subjects. 
The book covers both substantive law 
and procedures. 

As those who have read Mr. Lowndes’ 
work published in THE JouRNAL OF 
TAXATION will expect, the language is 
clear and easy to read. Case and section 
tables, annotations, and index seem to 
be satisfactorily extensive. Price $25 per 
copy. w 


decisions this month 





Interest allowable on refund; not from 
state-tax credit. The Code forbids pay- 
ment of interest on refunds of estate 
tax because of the allowance of a credit. 
The estate Government had 
stipulated, in connection with a Tax 
Court proceeding, that there was an 
overpayment of estate tax of $80,000 by 
virtue of an increased deduction for 
property previously taxed, and that a 
credit of $47,000 for state death taxes 
would be allowable upon showing proof 
of payment. The Court of Claims holds 
that the estate is entitled to interest 
because the refund arose primarily 
from the reduction of the taxable estate 
and not from a late allowance of the 
credit for estate death taxes. Satterlee 
Estate (J. P. Morgan & Co., Ex’rs), Ct. 
Cls., 11/7/56. 


and the 


Election to take joint annuity results 
in inclusion in gross estate. Under a 
group-annuity contract purchased by his 
employer, decedent could receive an 
annuity for his life or elect a_ sur- 
vivorship annuity for himself and_ his 
wife. He elected the joint-survivorship 
annuity. The election could be revoked 
with the consent of the insurance com- 
pany. Although the insurance company 
had in fact refused all previous re- 
quests to revoke the election, the court 
holds that this was a revocable transfer 
includible in decedent’s gross estate to 
the extent of the value of the wife’s 
interest. [The 1954 Code specifically re- 
quires inclusion of only the value of 
survivor’s interest applicable to dece- 
dent’s payments. Ed.]. Davis, 27 TC No. 
41. 


Possibility of corpus passing to next of 
kin not a reversionary interest. In 1927, 
decedent conveyed certain real estate 
to her son as trustee; she retained in- 
come for life and a power to appoint 
the trust corpus in certain situations. 


She relinquished this power of appoint- 
ment in 1943 so that the property would 
pass to her next of kin if her son did 
not survive her. The court holds this 
possibility of the interest passing to her 
next of kin was not a reversionary in- 
terest which would require inclusion of 
the property in her estate under the 
Technical Changes Act of 1949. [If the 
transfer had been made after 1931, the 
property would have been includible in 
decedent’s gross estate by virtue of the 
retained life estate. Ed.] Bartlett, Ct. 
Cls., 12/5/56. 


Servicemen’s optional annuity includible 
in gross estate. The Uniformed Services 
Contingency Option Act gives a service- 
man an election to provide an annuity 
after his death to his widow or children. 
However, the additional cost of the sur- 
vivorship feature is not borne by the 
Government. The Code requires the in- 
clusion of a survivor’s annuity in the 
decedent’s estate to the extent the dece- 
dent paid for it. Hence the full value 
of the survivor’s annuity is includible. 
Special Ruling, 3/16/56. 


Four per cent interest on deficiency 
because of remainder. Section 6601(b) of 
the 1954 Code limits interest to 4% on 
the portion of estate taxes postponed 
because of the inclusion in the gross 
estate of a remainder interest in prop- 
erty which will not be realized until the 
death of the life tenant. This 4% in- 
terest rate prevails even if the tax on the 
remainder is asserted by way of de- 
ficiency. The usual interest rate of 6% 
on deficiencies does not apply. Rev. 
Rul. 56-622. 


Full amount of administration expenses 
allowed in community-property estate 
[Acquiescence]. The general rule is that 
only the administration expenses ap- 
plicable to decedent's half of the com- 
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munity property are deductible. But 
here, although the property subject to 
Louisiana community-property laws con- 
sisted of oil and other interests worth 
over $10,000,000, it was shown that no 
administration of the community prop- 
erty would have been necessary except 
to facilitate the computation of state 
and Federal death taxes. Under these 
circumstances, the entire amount of ad- 
ministration expenses can be deducted 
as allocable to the decedent’s share. 
Helis Estate, 25 TC No. 15, acg. IRB 


1956-52. 


Property received under will in lieu of 
community property qualifies for mar- 
ital deduction. Under the California 
widow 
may elect to take her interest under the 


community-property laws, the 
will or her interest in the community 
property. When the widow elects to take 
under the will, the value of the in- 
terest she receives qualifies for a marital 
deduction to the extent it exceeds the 
value of the interest in community prop- 
erty which she Special 
Ruling, 11/21/56. 


relinquished. 


Workmen’s compensation award not in- 
cludible in gross estate. Decedent died 
of a disease contracted during his em- 
ployment, and an award was entered 
under the State Workmen’s Compensa- 
tion Act providing for compensation 
benefits to his widow. Since the statute 
confers the benefit upon the surviving 
relative, and the decedent had no in- 
terest in the benefits at the date of his 
death, it is ruled that the amount of 
the award is not includible in his gross 
estate. Rev. Rul. 56-637. 


Can’t deduct cost of running house for 
heirs. The decedent's will directed that 
her house be kept open for such’ time 
after her death as necessary for the 
proper disposition of its contents. The 
probate court construed this provision 
to authorize such expenses as were neces- 
sary to maintain the house for the 
benefit of relatives. A staff of servants 
was employed to keep up the estab- 
lishment. It was ruled that those ex- 
penses which are directly connected with 
the preservation and sale of the prop- 
erty, such as the wages of a caretaker, 
may be deducted as administration ex- 
penses. But expenses allocable to the up- 
keep of the establishment for the sur- 
viving relatives are not deductible. They 
are not connected with administration 
of the estate. Rev. Rul. 56-604. 


Gift in accumulation trust to minors is 
present interest; it could be invaded. 
Taxpayers created separate trusts for 
their grandchildren. Each trust was to 
continue until the beneficiary reached 
age 25. The trustees had discretion to 
accumulate income until the beneficiary 
reached age 21; thereafter income was to 
bt paid currently. Each beneficiary, or 
his parent or guardian, had the right to 
demand all or any part of the principal 
or accumulated income at any time. Al- 
though this right had never been exer- 
cised and it was not anticipated that 
it would be exercised, it made the in- 
terest of each beneficiary a present in- 
terest, entitled to the $3,000 annual ex- 
clusion. As minors they were unable to 
exercise the right to withdraw corpus, 
but their parents were competent to do 
so. Perkins, 27 TC No. 67. 


Estate tax returns required for estates 
of missing persons. If a person is miss- 
ing, an estate tax return must be filed 
if either (1) administration of that per- 
son’s property is undertaken pursuant 
to a court adjudication, or (2) the miss- 
ing person’s assets are transferred to a 
beneficiary either pursuant to statute or 
without court or statutory authority. 
The return is due 15 months after the 
occurrence of one of the above events. 
If a presumptive date of death of a 
member of the armed forces is estab- 
lished under the Missing Persons Act, 
the return is due 15 months after that 
date. Rev. Rul. 56-682. 


Employee's estate doesn’t include benefit 
under revocable plan. Decedent was an 
employee of Socony Mobil Oil Com- 
pany. The company had a plan provid- 
ing that two years’ salary would be paid 
as a death benefit to the designated 
beneficiary of certain employees. The 
plan was stated to be noncontractual, 
and the company reserved the right to 
revoke it at any time. The decedent had 
no vested right to the benefit, and ac- 
cordingly it was not includible in his 
gross estate. Molter Estate, DC NY 
12/10/56. 


Marital deduction not reduced by estate 
taxes; widow’s interest was tax-free. De- 
cedent’s will, bequeathing his residuary 
estate in trust for his wife and others, 
directed that all death taxes be paid 
out of the residue. Pursuant to Indiana 
law, his widow elected to take a statu- 
tory share instead of the interest be- 
queathed her. The probate court decided 
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that the widow was to take her share 
free of any tax burden. This decision 
controls the computation of the marital 
deduction for Federal estate tax pur- 
poses. Therefore, the marital deduction 
is not reduced by the tax. Street Estate, 
(Merchants National Bank, Ex’r.) DC 
Ind., 9/24/56. 


No marital deduction for trust; wife 
had power over part only. Decedent gave 
his wife a life interest in a trust created 
out of his residuary estate. Upon her 
death the trustees were to distribute a 
certain amount out of the trust fund 
to persons appointed by the wife. How- 
ever, since the will created a single trust, 
this power could not qualify it for the 
marital deduction under the 1939 Code; 
the wife’s power of appointment ex- 
tended to only a portion of the trust. 
[Under the 1954 Code, a part of a 
trust can qualify for the marital deduc- 
tion. Ed.] Warner Estate, TCM 1956- 
278. 

Inheritance taxes ultimately payable 
from charitable trust reduce deduction. 
Decedent's will provided for a trust for 
the benefit of his wife with powers of 
invasion and appointment. The resi- 
duary estate was left in trust to certain 
charities, and all death taxes were to be 
paid out of this trust. Pennsylvania in- 
heritance tax on the widow’s trust was 
only $24,000, but Pennsylvania authori- 
ties reserved the right to collect an addi- 
tional tax in the event the widow failed 
to appoint the remainder, so that it 
would go to charities not exempt from 
the Pennsylvania tax. Since additional 
Pennsylvania inheritance taxes might 
ultimately be due and payable out of the 
residuary trust, the charitable deduction 
is reduced by the possible amount of 
such State taxes. Brooks Estate, 27 TC 
No. 30. 


Transfer to wife not a gift; it was her 
share of joint business. A husband and 
wife conducted various businesses dur- 
ing their 45 years of marriage under an 
oral agreement that whatever was earned 
would belong to them jointly. When 
the husband transferred securities to 
their joint names to effectuate this oral 
agreement there was no taxable gift; 
there had been a full consideration for 
the transfer. However, when the wife 
transferred to their joint names, se- 
curities she had acquired by inheritance, 
there were taxable gifts. Trafton, 27 TC 
No. 68. 
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Capital gain on stock sale to related firm: 


the Section 304 trap may be pried open 


N” SO LONG AGO some wily taxpayers 
escaped the dividend axe of the old 
Section 115(g) by selling their stock, 
not to the closely held company which 
had issued it, but instead to an affiliated 
company which they also controlled. 
(Emma Cramer (1953) 20 TC 679). Sec- 
tion 115(g)(2) had previously been added 
to the old Code to prevent such an 
easy way to accomplish capital gain 
treatment, but the statutory provision 
covered only sales of stock where the 
two corporations involved were parent 
and subsidiary. When abuse became 
rampant by making sales to another 
type of corporate relative, dubbed 
“brother and sister companies,” Congress 
sought to cut off such incestuous sales by 
enacting Section 304 of the 1954 Code. 

James Moore, Philadelphia attorney, 
has recently examined Section 304 in 
the American Bar Association Journal, 
and has some interesting comments on 
possible ways to avoid the Section 304 
trap, or at least a method to pry it open 
a bit. Your editors will quote Mr. Moore 
and then add a line or two. 

“In 1950, Congress rejected an at- 
tempt to circumscribe such avoidance of 
dividend treatment through indirect re- 
demptions of stock where the issuing 
corporation and the acquiring corpora- 
tion are controlled by the same persons— 
the so-called “brother and sister” corpo- 
rations. S. Rep. No. 2375, 81st Cong., 
2d Sess. 43 1950). But in Section 304 
of the Internal Revenue Code of 1954, 
Congress sought to plug this loophole. 
The mechanism used was to treat the 
purchase of stock in a brother corpo- 
ration as the equivalent of redemption 
of the stock of the acquiring corporation 
(Section 304 (a)(1)) so that, if the stock- 
holders receive, directly or indirectly, 
amounts proportionate to their hold- 


ings in the issuing corporation, it will be 
a dividend. Section 304(b)(2)(A) further 
provides that the dividend will be meas- 
ured by the earnings and profits of the 
purchasing (acquiring) corporation. For 
purposes of determining whether both 
corporations are controlled by the same 
persons, the rules relating to attribution 
of stock ownership (Section 318 (a)) are 
applicable.! 

“The Treasury Regulations (Section 
1.304-2) give the following example of 
the operation of this section: 

“Corporation X and Corporation Y 
each have outstanding 100 shares of 
common stock. A, an individual, owns 
one-half the stock of each corporation, 
B owns one-half the stock of Corpora- 
tion X, and C owns one-half the stock of 
Corporation Y. A, B, and C are un- 
related. A sells 30 shares of the stock of 
Corporation X to Corporation Y for 
$50,000, such stock having an adjusted 
basis of $10,000 to him. After the sale, 
\ is considered as owning 35 shares of 
the stock of Corporation X (20 shares 
directly and 15 constructively because 
one-half of the 30 shares owned by 
Corporation Y are attributed to him). 
Since before the sale, he owned 50 per 
cent of the stock of Corporation X and 
after the sale he owned directly and 
constructively only 35 per cent of such 
stock, the redemption is substantially 
disproportionate as to him pursuant to 
the provisions of section 302(b)(2). He, 
therefore, realizes a gain of $40,000 
($50,000 minus $10,000). If the stock 
surrendered is a capital asset, such gain 
is long-term or short-term capital gain 
depending on the period of time that 
such stock was held. The basis to A for 
the stock of Corporation Y is not 
changed as a result of the entire trans- 
action. The basis to Corporation Y for 


the stock of Corporation X is $10,000, 
the basis of the transferor.’ 

“However, while Section 304 has gone 
far to close the loopholes under prior 
law, the new concepts created for the 
first time under other provisions of the 
1954 Code may create new avenues for 
tax minimization. Stockholders wishing 
to accomplish the same result might at- 
tempt to liquidate the small corpora- 
tion, retain the cash, collect the receiv- 
ables and sell the tangible property to 
the large corporation for its fair market 
value. In the alternative, the small 
corporation may, under Section 337, sell 
the assets and then liquidate. ‘The Com- 
missioner might attack either of these 
transactions with an argument analogous 
to that which prevailed in Lewis v. 
Commissioner, 176 F. 2d 646 (CA-1 
1949), i.e., that this was a tax-free re- 
organization, so that the cash distributed 
to the stockholders was boot. See also 
Tiddon v. Commissioner, 230 F. 2d 304 
(CA-6, 1956). The applicability of the 
Lewis and Tiddon line of cases under 
the 1954 Code is questionable inasmuch 
as there must be a transfer of substan- 
tially all the assets of the transferor 
corporation for Section 354, and hence 
Section 356(a)(2), to apply. Furthermore, 
the general fact remains that the trans- 
action does not come within the literal 
wording of the reorganization sections. 
As the Tax Court states in the Cramer 
case, stockholders may still sell prop- 
erty to corporations in which they are 
interested and obtain capital gain treat- 
ment. 

“Other taxpayers may seek to turn 
Section 304 to their advantage. Suppose 
A and B form Corporation X with a 
capitalization of $100,000. X makes 
$50,000 the first year, and A and B 
desire to remove their sum at capital 
gain rates. Hence, they form Y Corpo- 
ration with a capitalization of $100,000. 
Y borrows $50,000 from a bank, buys 
the stock of X for $150,000, liquidates 
X, and pays the bank the $50,000. Y 
has the original $100,000, the bank has 
its money back, with interest, and A and 
B have the $50,000 at capital gain rates 
unless the transaction can be attacked in 
some way other than under Section 304. 
Section 304 does not apply because it 
first calls the sale a dividend, but then 
provides that the dividend is measured 


‘It has been suggested that these attribution 
rules have created an almost complete overlap 
between this “brother and sister” case and the 
parent-subsidiary case. Cohen et al., “The In- 
ternal Revenue Code of 1954: Corporate Dis- 
tributions, Organizations, and Reorganizations”’, 
68 Harv. L. Rev. 393 (1955). 
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by the earnings and profits of Y, the 
acquiring corporation, which by _hy- 
pothesis has no earnings and profits. 
“Under the old Code, such a device 
would have been considered crude. No 
statutory provision prohibited it, but 
under Gregory v. Helvering, 293 U. S. 
465 (1935), it could probably have been 
determined that Y was a sham, and the 
$50,000 treated as a dividend. It is 
probable that this would still be the 
result, but A and B contend that Con- 
gress specifically considered and covered 
this exact situation in Section 304, but 
the section does not apply. If they 
could prove a business purpose for Y, 
the argument might be difficult to 
answer. Absent such a purpose, the Gov- 
ernment could prevail in the same way 
it did on a liquidation and reincorpora- 
tion under the old Code. See Lewis and 
Tiddon, supra. There, as here, the 
statute specifically authorized capital 
gains treatment, but the sham was so 
apparent that it could simply be ignored. 
“In any event, it appears that Section 
304 fails to achieve its purpose and con- 
ceivably, by failing to provide that the 
combined earnings and profits should 
measure the dividend, may have opened 
the way to some troublesome litigation.” 
Mr. Moore has hit the prime weak- 
ness of Section 304. Dividend treatment 
can result, if at all, only if and to the 
extent the corporation which buys the 
stock 


has earnings and profits. Fre- 
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quently the acquiring corporation may 
have a deficit in earnings and profits or 
the earned surplus is so minor as to 
minimize the hazard of a purchase by 
the related corporation. We do, however, 
retain serious doubt as to the proposed 
new corporation or _ reincorporation 
technique for the precise reasons he 
suggests, ie., the Gregory and Lewis 
decisions. Both of these cases have been 
so often cited and extended that they 
are working tools of every alert Revenue 
Agent. 

In any event, even if the related and 
controlled acquiring corporation has a 
bulging surplus, all is not lost. A way 
out of the Section 304 trap may often 
be found in the exceptions of Section 
302; or a rescue may even lie in Sec- 
tion 303 if the stockholder is deceased. 
Thus, a Section 304 victim may turn 
to Section 302, and after giving appro- 
priate study to the constructive owner- 
ship rules, may find he will eliminate 
the horrendous dividend tax by qualify- 
ing for a disproportionate redemption 
or even a complete termination. More- 
over, if a business purpose exists for 
the purchase, the transaction might well 
be construed as not equivalent to a 
dividend under Section 302(b)(1). As a 
last resort, some comfort or escape may 
be pried out of Section 303 if the execu- 
tors of a deceased stockholder ever find 
themselves under the shadow of Section 


304. 


Many useful tax deals with controlled 


corporations possible, 


-_— SECTION 1239 was added to 
the Code it prevented some tax 
advantages of deals between a _ stock- 
holder and his controlled corporation. 
It had been a fairly widespread _prac- 
tice for an individual owning property 
on which his depreciation was low (be- 
cause he had bought it prior to infla- 
tion or because it had been almost fully 
depreciated) to sell it to his corporation, 
pay the capital gains tax and benefit 
when the corporation depreciated it on 
its own cost—current fair value. But 
Section 1239 is pretty limited both in 
the definition of the property which will 
be denied capital gains treatment and 
in the list of related parties to which 
it applies. This is what the section says: 

“(a) Treatment of Gain of Ordinary 
Income.—In the case of a sale or ex- 


despite Sec. 1239 


change, directly or indirectly, of prop- 
erty described in subsection (b) 
between a husband and wife; or 
between an individual and a corpora- 
tion more than 80 per cent of value of 
the outstanding stock of which is owned 
by such individual, his spouse, and his 
minor children and minor grand- 
children; any gain recognized to the 
transferor from the sale or exchange 
of such property shall be considered as 
gain 


from the sale or exchange of 


property which is neither a capital 
asset nor property described in Section 
1231 (relating to involuntary conver- 
sions). 

“(b) Section Applicable Only to Sale 
or Exchanges of Depreciable Property. 
—This section shall apply only in the 
case of a sale or exchange by a trans- 


feror of property which in the hands of 
the transferee is property . .. . sub- 
ject to... depreciation .. ...” 

Thus there are many rearrangements 
of property among related enterprises 
that will not be affected by Section 
1239, for example: property purchased 
by a corporation from a partnership 
composed of the stockholders of the 
corporation. This point was made by 
a reader who emphasized the fact that 
the statute refers to a sale between an 
individual and a corporation. 

Jack Schlosser, CPA with Eisner & 
Lubin, New York, made these interest- 
ing observations on our note on a recent 
case [5 JTAX 150]. This is what he said 
on the subject. 

“The LeVine [24 TC No. 147—a pre- 
1954 case] case dealt with a sale of 
assets by partners to a controlled corpo- 
ration. There was a question as to 
whether goodwill existed. If it did, the 
court ruled that it was sold and the 
proceeds could be taxed as capital gain. 
If there was no goodwill, then presum- 
ably the amount paid therefor will be 
taxed as a dividend. The court held 
that there was goodwill. 

“At this point the editorial comment 
was inserted to the effect that presum- 
ably Section 1239 of the 1954 Code 
would prevent this finding under the 
present law. I seriously question this 
comment in view of the following: 

1. Section 1239 relates only to sales of 
property ‘of a character which is subject 
to the allowance for depreciation pro- 
vided in Section 167.’ Obviously good- 
will does not constitute such a property. 

2. Section 1239 relates to sales be- 
tween an ‘individual’ and his controlled 
corporation. The definition of control 
is extremely restricted relating only to 
the aforesaid ‘individual’. 

“The Regulations do little more than 
repeat the Code. It would seem to me 
that the word ‘individual’ is to be strict- 
ly adhered to. It is not the same as 
‘person’ which would include a partner- 
ship for example or a group of indi- 
viduals. 

“Is there any basis in your opinion 
for the application of Section 1239 to a 
sale of property by a group of indi- 
viduals? If there is (and I fail to see 
it), how would the control provisions 
be applied? Would they apply on a 
group basis or on an individual basis? 
It may be possible that Section 1239 
could apply to one out of a group of 
several sellers. For example, partners A 
and B sell depreciable property to 
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Corporation C. Partner A owns 85% of 


the stock of Corporation C; partner B 


owns 15‘ 


~ of the stock of Corporation 


C. It is possible that Section 1239 would 
apply to partner A and not to partner 
B. From the reading of the law it is 
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dificult for me to see how it could 
apply to partners A and B.” 

We agree with Mr. Schlosser that the 
words of the statute clearly prevent its 
application to a sale between a corpo- 
ration and a partnership. w 


yorate decisions this month 


Capital transferred to conduit corpora- 
tion held risk capital. Stockholders (large- 
ly of the same family) of a New York 
corporation engaged in the sale entire- 
ly outside the U. S. of goods manufac- 
tured in Belgium, the Tax Court found, 
wished to reorganize in order to avoid 
uJ, <&. They 
Panama corporation to 


created a 
operate the 
business and also created taxpayer to 
receive all the assets of the New York 
corporation (value $1,318,000), in ex- 
change for its stock and $1,000,000 of 


income tax. 


its 4% notes. The assets were turned 
over by taxpayer to the Panama corpo- 
ration for stock of Panama. The de- 


ductibility of the interest on the notes 
of the taxpayer was here at issue. The 
Tax Court held that there was no sub- 
Stance to support the alleged indebted- 
ness of the taxpayer. The indebtedness 
represented risk capital and was not 
borrowings. On appeal, the taxpayer 
relied on Kraft (232 F2d 118) in which 
this circuit upheld a debt created by a 
subsidiary by declaring a dividend in 
debentures. The motive was concededly 
to create an interest deduction, the in- 
come being offset by expenses of the 
parent. The court points out that the 
reality of the debt in Kraft was unques- 
tioned. Here the Tax Court found the 
hybrid securities resembled stock. This 
finding is supported by the evidence. In- 
terest is payable only if the directors 
determine there had _ been 
Gregg Co., CA-2, 12/17/56. 


earnings. 


Corporation’s valuation of taxable right 
upheld. Taxpayers were stockholders in 
a public utility which created a sub- 
sidiary to own gas leases. The parent 
then issued to its own stockholders war- 
rants to buy stock of the subsidiary at 
one dollar, the book value computed by 
including the leases at the price the 
parent had paid at public auction. The 
court finds that this was their fair value. 
The stock was worth dollar, the 
warrant had no value, and the taxpayers 


one 


received no income upon their receipt. 
Mauney, DC NM, 12/28/56. 


No tax on pre-1913 earnings distributed, 


though more than basis. Taxpayers 
argued that a distribution they received 
from the corporation’s pre-1913 


earnings and therefore nontaxable. The 


was 


Commissioner asserted that they had not 
proved the distribution came from such 
earnings or a pre-1913 increase in value 
and that the income should be treated 
as return of capital. Since they had 
already recovered their basis, it should 
be subject to capital gain. The court 
finds that the had 
tributed all its earnings every year since 
1913 and concluded that the source of 
this distribution must be pre-1913. That 
being so, the Code clearly exempts it 
from tax without reference to 
Wallace, Ct. Cls., 12/5/56. 


corporation dis- 


basis. 


Diverted corporate income a dividend 
only if from surplus. President of tax- 
payer and his wife owned 75% of its 
stock, and the vice-president owned the 
remaining 25%. They took more than 
$200,000 in incoming checks from the 
corporation, cashed them and divided 
the proceeds 75%-25%. Neither the 
corporation nor the officers reported 
these The Tax 
Court held that the diverted funds were 
taxable to the corporation as income 
without an offsetting embezzlement loss 
and as dividends to the officers, except 
for amounts received by the president 
with respect to stock owned by his 
wife. The Tax Court sustained fraud 
penalties on both the corporation and 
the individual officers. On review, the 
circuit court reduces the individuals’ in- 
come. The diverted funds were taxable 
to them only to the extent of the corpo- 
ration’s earnings and profits. That sur- 
plus is computed by including the di- 
verted funds and deducting additional 
taxes and penalties. The Tax Court 
erred when it reduced the surplus by 
the taxes and penalties only when paid, 
because the corporation was on the cash 
basis. Courts have refused to apply the 
strict rules for determining taxable in- 
come to other cases where it would be 


amounts as income. 


unrealistic. Here the taxes and penal- 
ties actually exceeded surplus. It fol- 
lows that the diverted funds were not 
dividends and were not taxable income. 
Drybrough, CA-6, 12/3/56. 


“Drawing accounts” to incorporators are 
“other property received” and taxable 
boot. [Certiorari denied] Partnership 
assets were transferred to a new corpo- 
1947. The part- 
nership’s net worth at the time was 
$242,000 and the corporation properly 
recorded the partnership assets 
liabilities at that net value. It 

stock $150,000 and recorded a 
liability to the former partners of $92,- 
400. The Tax Court held that all the 
requirements of a_ tax-free exchang2 
112(b)(5) were met; it 
also found that by setting up the $92,- 
400 as drawing accounts, the incorpo- 


ration as of January 2, 


and 
issued 
for 


under Section 


rators received an unrestricted right as 
creditors to that sum; the incorporators 
therefore received “other property.” 
Since the law allows receipt of stock 
and securities only, gain on the ex- 
change was recognized to the extent of 
The Eighth 
Harrison, den., 


these 
Circuit affirmed. 
12/17/56. 


drawing accounts. 


cert. 


Sale of stock to avoid limitation of 
liquidation loss effective. The Tax Court 
held that taxpayer was not entitled to a 
loss on liquidation of a subsidiary. Al- 
though the transaction met the tests of 
Section 112(b)(6), the sales and gifts of 
stock which brought the parent’s share 
to 79.5% were made solely to avoid the 
80% control which would have made the 
transaction The First Cir- 
cuit reverses. Despite the tax motives, 


nontaxable. 


the sales and gifts really transferred title. 
Moreover, the legislative history revealed 
that Congress was aware of the “elec- 
tive” feature of this rule. Granite Trust 
Co., CA-1, 11/30/56. 


Buys stock and liquidates company; 
asset basis is cost of stock. [Acquiescence]| 
Taxpayer acquired the stock of two 
other corporations, and as part of the 
plan immediately liquidated the corpo- 
rations so as to integrate their properties 
into its own operating system. The court 
finds that the various steps constituted a 
purchase of assets under the doctrine 
of Kimbell-Diamond Milling Co. The 
Commissioner was in error in applying 
the general rule on liquidation of a 
subsidiary: that the acquiring corpora- 
tion takes the assets at their basis in 
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the hands of the subsidiary. Here the 
basis of the acquired assets was the cost 
of their acquisition plus the liabilities 
assumed on the liquidation. [Section 
334 of the present Code provides for 
the same result. Ed.] Montana-Dakota 
Utilities Co., 25 TC 408, acq. IRB 1956- 
46. 


Increasing redemption price of pre- 
ferred is a tax-free recapitalization. A 
corporation with outstanding common 
and preferred, and with a sizable sur- 
plus, amended its charter to increase the 
redemption price of its preferred. This 
action resulted in a corresponding de- 
crease in value of the common shares. 
rhe charter change is held to constitute, 
in substance, an exchange of the pre- 
ferred and a portion of the common for 
new preferred pursuant to a_ tax-free 
recapitalization. Rev. Rul. 56-654. 


Nontaxable status of splitup not affected 
by cash adjustment. A 
owned by two brothers operated separate 


corporation 


furniture and appliance branches. In a 
proposed splitup into two corporations, 
each to take over a branch operation, 
and each to be wholly owned by a 
brother, a transfer of cash previously 
used in the furniture branch to the 
appliance corporation to equalize the 
two new corporations will not prevent 
the splitup from being a nontaxable 
divisive reorganization if it otherwise 
qualifies. Rev. Rul. 56-655. 


Cannot attribute subsidiary’s ownership 
of stock to parent to determine “con- 
trol.” The acquisition by one corpora- 
tion of the stock of another is tax-free if 
the acquisition is for all or part of the 
acquiring corporation’s voting stock and 
if the acquiring corporation has at least 
80% control after- the 
acquisition. The IRS holds that control 
means direct ownership. Thus where a 


immediately 


parent corporation acquired 50% of the 
voting shares of a corporation directly, 
and controlled the other 50% 


> indirectly 
through its wholly owned subsidiary, the 
requisite 80% control was not present, 
and gain or loss is recognized on the 


exchange. Rev. Rul. 56-613. 


Can deduct payment, under guaranty, 
of subsidiary’s preferred dividends. Kop- 
pers Co., as a means of acquiring the 
common stock of Securities Co., guar- 
anteed payment of dividends on the 
preferred stock. Taxpayer took over this 
liability. The Tax Court held that all 
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payments under the guaranty, including 
a lump-sum payment to extinguish 
future liability, were capital expendi- 
tures made under an obligation assumed 
as part of the purchase price of the 
common stock. This court reverses. Each 
payment was, it finds, a loan. Upon 
dissolution of Securities Co., the loan be- 
«came a bad debt, deductible by taxpayer. 
United Gas Improvement Co., CA-3, 
12/31/56. 


No consolidation return election be- 
cause of new 1956 tax laws. Afhliated 
groups have the right to a new election 
to file a consolidated return when a 
change in the law would make separate 
filing less advantageous. The Service 
rules that there is no election because 
of P. L. 399, approved January 28, 1956 
and modifying the computation of 
corporate special deductions under the 
alternative tax for 1952 and 1953. Rev. 
Rul. 56-680. Neither do the tax-rate- 
extension Acts of 1955 and 1956 (which 
extended the 30% corporate normal tax 
rate) give rise to such new election. Rev. 
Rul. 56-681. 


Section 129 doesn’t deny surtax credit 
to corporation acquiring property |Non- 
acquiescence|. Taxpayer was created to 
receive the assets of its parent not used 
in the parent’s U. S. Government work. 
The Tax Court held taxpayer did not 
prove tax reduction wasn’t a_ prime 
motive for its creation. Therefore, the 
$25,000 surtax credit and $25,000 EPT 
minimum exemption were denied it for 
the period during which the specific 
provision (15(c) of the 1939 Code) was 
in effect. For the months prior thereto, 
the Tax Court held that the general 
rule (129, acquisitions to avoid tax) 
was inapplicable. This corporation re- 
ceived property but the acquisition of 
the property had no connection with the 
surtax credit or the EPT exemption. 
The credit and exemption are allow- 
able prior to March 1, 1951. Coastal 
Oil Storage, 25 TC 1304, non-acq. IRB 
1956-52. : 

Penalty surtax imposed for unreason- 
able accumulation [old law]. A sand- 
and-gravel firm owned by two _indi- 
viduals depleted its large accumulation 
of earnings for 1945 and 1946 through 
an expansion program carried out in 
1947 and 1948. The court holds there 
was no unreasonable accumulation for 
the four-year period. But the Section 
102 penalty surtax is imposed for the 


years 1949 to 1952 when working capital 
was substantially in excess of the an- 
nual operating expenses, and no valid 
business purpose was advanced for the 
accumulation. The Section 102 penalty 
is also held applicable to a subsidiary, 
all but four of whose shares were held 
by the parents. The subsidiary failed 
to prove that the earnings were not 
accumulated with intent to evade the 
surtax upon its stockholders. Hedberg- 
Freidheim Contracting Co., TCM 1956- 


275. 


Redemption of wife’s stock not a divi- 
dend though husband is stockholder 
(old law). Husband and wife owned 
their shares in an auto agency as joint 
tenants from 1933 until 1948. In 1948, 
they severed the joint tenancy, the stock 
of the wife being redeemed at book 
value. The court holds that the re- 
demption was not substantially equiva- 
lent to a dividend distribution because 
the wife sold all her stock. The Regula- 
tions at that time held that a redemp- 
tion of all the shares of a stockholder 
was nontaxable. The sale is therefore 
taxable as capital gain. [The 1954 Code 
provides specific rules on when a re- 
demption is treated as a sale. Ed.] Sum- 
merfield, DC Mich., 10/5/56. 


Salaries to indispensable officers not un- 
reasonable. The Commissioner’s dis- 
allowance as unreasonable of $36,000 
and $12,000 out of $96,000 and $20,000 
paid to taxpayer's president and secre- 
stock- 
holders, is reversed by the Court upon 


tary-treasurer, who were also 


a showing that their services were in- 
dispensable to the business. Taxpayer 
was a Texas corporation engaged in oil 
production and in selling, leasing and 
servicing drilling equipment. Drilling 
and Service, Inc., TCM 1956-272. 
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Disadvantages accompanying IRS’ abandon- 


ment of fixed-formula profit-sharing plans 


by MEYER GOLDSTEIN 


When the IRS announced recently that it would no longer be necessary for a 


profit-sharing plan to use a fixed formula, some tax men looked for unlimited 


discretion in arranging their plans. Now, however, it is becoming clear that the 


door is only ajar, not open. Many disadvantages to the non-fixed-formula plan are 


becoming apparent, some of them in the form of subsequent IRS interpretations. 


This article points out the hazards in use, now, of not using the fixed formula. 


N°“ THAT a definite contribution 
formula is no longer required for a 
qualified profit-sharing plan, caution is 
needed to prevent mistaken assumptions 
heaping tax disaster on those plans with- 
out formulas. The Internal Revenue 
Service has taken the unusual step of 
warning against such use in the very 
Regulations which definite- 
contribution-formula requirement. It 
States: 


omit the 


“A plan (whether or not it contains a 
definite predetermined formula for de- 
termining the profits to be shared with 
the employees) does not qualify under 
Section 40l(a) if the contributions to 
the plan are made at such times or in 
such amounts that the plan in operation 
discriminates in favor of officers, share- 
holders, persons whose principal duties 
consist in supervising the work of other 
employees, or highly compensated em- 
ployees.” 

All the and 
which have been imposed 


restrictions 
to guard 
prohibited discrimination 


restraints 


against the 
have been retained. Since the removal 
of the definite-contribution formula ren- 
ders a profit-sharing plan suspect to dis- 
criminatory use, the enforcement of the 
rules has become more widespread and 
the controls have been tightened. 


Permanent v. single-shot plan 


After the promulgation of the Treas- 
ury Decision removing the definite-con- 


formula, Revenue Procedure 
56-22 was issued which, in addition to 
containing the warning against use of 
a profit-sharing plan in a discriminatory 
manner, also contains the following 
statements: 

“Section 39.165-1(a)(4) of Regulations 
118 (similar in Regulations 111) also 
points out that “The law is concerned 
not so much with the form of any plan 
as it is with its effects in operation.’ 

“Thus, favorable-deter- 
mination letter may have been issued 
with respect to the qualification of a 
plan, if, in its operation, it results in 
discrimination in favor of employees 
who are shareholders, super- 
visors, or highly compensated, it will 
fail of qualification.” 


tribution 


although a 


officers, 


The same Revenue Procedure goes on 
to point out that a previously issued 
favorable determination letter will con- 
tinue to apply to a profit-sharing plan 
which is amended to remove the definite- 
contribution - formula, “provided, also 
that such plans are established as per- 
manent and continuing plans. Plans as 
so amended are not to be resubmitted 
for further determination and no new 
determination letter will be issued.” 

A single-shot plan cannot therefore 
meet the new requirement. The Lincoln 
Electric Co. Profit-Sharing Trust, the 
very trust which started the movement 
toward the elimination of the definite- 
contribution formula, does not meet this 


requirement since it provided for only a 
single contribution. 

Apparently one contribution is not 
enough. The Internal Revenue Service 
has not removed its requirement against 
suspension of contributions. Its ruling 
in this respect, insofar as it applies to 
profit-sharing plans, provides, in PS. 
No. 57 (1946): 

“In the case of a profit-sharing or 
stock-bonus plan, if contributions of the 
employer are not made in accordance 
with a definite formula provided in the 
plan without regard to indefinite condi- 
tions, any prior ruling is inapplicable. 
The employer and the trustee should 
notify the Commissioner in such cases 
in order that a redetermination regard- 
ing qualification of the plan under Sec- 
tion 165(a) [Section 401(a) of the 1954 
Code] may be made.” 

The Commissioner is to be notified if 
contributions are not made pursuant 
to a definite formula, but no ruling or 
new determination letter will be issued. 
How does the employer fare with re- 
spect to deductions for his 
tions? What is the status for exemption 
of the trust? What are the tax conse- 
quences with respect to employees re- 
garding the long-term capital gain treat- 
ment and other tax benefits under a 
qualified plan? It would not be too far 
amiss to and numerous 
related questions with an uninformed 
“Who knows?” At least, before the 
change, all concerned could submit their 
problems to the local District Director 
or to the national office of the Internal 
Revenue Service and obtain an appro- 
priate determination. Now, the mere 
fact that a profit-sharing plan operates 
without a definite-contribution formula 
stigmatizes it as potentially discrimina- 
tory, and all connected with it take their 
chances of ever deriving the benefits 
which pertain to a qualified plan. The 
Internal Revenue Service fought hard 
and strenuously to retain the definite- 
contribution-formula requirement. Now 
that it has given it up it is not throwing 
the door wide open for the operation 
of such a plan under other than the most 
stringent safeguards. 


contribu- 


answer these 


Definiteness 


Simultaneously with the issuance of 
the Revenue Procedure for the handling 
of profit-sharing plans without definite- 
contribution formulas, Revenue Ruling 
56-366 was issued establishing the criteria 
applicable to contributions in excess of 
a formula commitment previously pro- 
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vided under a qualified profit-sharing 
plan. This points out that the contri- 
butions are to be made under an: 

“amendment [which] need not be ex- 
ecuted with any degree of formality, but, 
as prescribed by Section 39.165-1(a)(1) 
of Regulations 118, it must conform to 
the following requisites: 

“1. It must be in writing. In this 
respect, it must be signed by persons 
competent to bind the parties before 
the close of the taxable year under con- 
sideration. 

“2. It must be definite so as to con- 
stitute part of the definite written pro- 
gram and arrangement which is the plan. 

“3. It must be communicated to the 
employees. This must be done before 
the contribution is made and before the 
close of the taxable year under con- 
sideration. 

“4. It must be part of the plan which 
has been established and is maintained 
by the employer.” 

In other words, a definite-contribution 
formula is not required but without such 
a formula it becomes necessary to im- 
pose all the restrictions necessary to 
maintain definiteness so that it prac- 
tically amounts to operating under a 
definite formula. 


iccruals under no-formula plans 


Che definite-contribution formula 
fixes the commitment under the plan 
and establishes the liability to con- 
tribute. It therefore is not necessary to 
record a liability in order to accrue a 
deduction for a contribution which is 
made within the statutory period fol- 
lowing the close of the taxable year of 
accrual. The situation is, however, differ- 
ent under a plan without such a 
formula. Since the employer-corporation 
(or other entity) reserves the right to 
contribute such amount as its boatd of 
directors (or sole proprietor, or part- 
ners) chooses, what is its commitment 
under the plan? Without a commitment 
there can be no deduction for an 
accrual. It is therefore pointed out in 
Revenue Ruling 56-366: 

“Accordingly, the contribution must 
either be made during the taxable year 
under consideration, or, in the case 
of a taxpayer on the accrual basis who 
makes a contribution within 60 days 
after the close of the taxable year of 
accrual, the taxpayer must incur a lia- 
bility to make the contribution, the 
amount of which is accruable under Sec- 
tion 43 of the Code for such taxable 
year. If the plan is amended prior to the 


close of the taxable year, such a liability 
will be incurred in accordance with the 
amendment.” 

A similar provision is contained in 
the proposed Income Tax Regulation 
under the Internal Revenue Code of 
1954. 

Thus, in the case of a profit-sharing 
plan without a definite-contribution for- 
mula, a taxpayer on the accrual basis 
can obtain a deduction for an accrued 
contribution in a_ particular taxable 
year, only if the amount of the contri- 
bution, or the method of determining 
it, is established before the close of 
such year, the employees are apprised 
thereof, and the liability therefor fixed. 
The absence of any of these essentials 
may result in a loss of the deduction for 
the year involved. 


Vesting on discontinuing contributions 


A qualified plan must contain an ap- 
propriate provision for granting fully 
vested rights to employees upon discon- 
tinuance of employer contributions, as 
in a case in which actual termination 
takes place. 

Under a plan which provides for con- 
tributions pursuant to a definite formula 
the failure to make a contribution may 
be a discontinuance. A contribution in 
an amount less than the formula com- 
mitment may result in a suspension, or 
in a curtailment. But what is determin- 
ative of a suspension, discontinuance, 
curtailment, or termination of a profit- 
sharing plan without a definite-contri- 
bution in which the employer merely 
states that contributions will be made 
in such amounts and at such times as 
its board of directors will determine? 
Does the initial contribution establish 
a pattern for subsequent contributions? 
For example, if the first contribution 
under the plan is equal to 10% of 
profits, does a curtailment result when 
a subsequent contribution falls below 
10%, or has the plan been suspended 
or contributions discontinued in a year 
in which no contribution is made? 

The position of the Internal Revenue 
Service is that a qualified plan must 
contain a self-operating provision for 
automatically granting immediate vested 
rights on discontinuance of employer 
contributions. Hence, for all practical 
intents and purposes, fully vested rights 
must be provided under a profit-sharing 
plan at all times—if it has no definite- 
formula. 
What then becomes of the often-heard 
argument that participants’ interests un- 


predetermined-contribution 
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[Mr. Goldstein is executive director of 
Pension Planning Company of New 
York, and is a frequent writer on tax 
and other aspects of pension and profit- 
sharing plans.| 


der such a plan mount rapidly because 
of the large additions resulting from 
reallocations of forfeitures among the 
remaining participants? This is just an- 
other case of fine theory unworkable in 
practical application. 


Integrated profit-sharing plans 

A profit-sharing plan which meets the 
applicable requirements may be inte- 
grated with the Old Age and Survivors 
Insurance (OASI) benefits under the 
Social Security Act within specified 
limits. One such limitation is that “the 
amount of employer contributions plus 
forfeitures allocated to any participant 
in any year does not exceed one-fourth 
of the benefit rate [14 of 3714%, or 
934%.” 

Integrating a profit-sharing plan is at 
best a makeshift arrangement because 
two unrelated involved. 
OASI benefits are definitely determin- 


factors are 


able. For example, the primary benefits 
5%, of the 
first $110 of average monthly compensa- 
tion and 20% of the excess up to $240 
for a monthly maximum of $350. The 
maximum primary _ benefit 
would be $108.50. A qualified profit- 
sharing plan cannot provide definitely 
determinable benefits. If it does, deduc- 
tions are not allowable within the limits 
applicable to such plans. It is predi- 
cated, however, upon contributions. We 


are computed by taking 5! 


monthly 


thus have a situation which calls for a 
correlation of benefits, on the one hand, 
with contributions, on the other. This 
may be compared with an attempt to 
correlate a barrel of oranges with a 
barrel of apples. We have two barrels, 
but there is no relationship between 
their respective contents. Similarly, we 
have two plans, but there is no common 
denominator for correlating benefits 
with contributions. Be that as it may, 
the Internal Revenue Service accepts a 
so-called procedure for 
profit-sharing plans which meet the 


integration 


specified requirements. 
If the 
definite - contribution 


profit-sharing plan has a 
formula, the 
amount contributed out of profits would 
frequently be equal to 934% of com- 
pensation in excess of the social se- 
curity compensation level ($4,200 per 
annum under the Social Security Act 
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Amendments of 1954—$3,600 under the 
existing integration mimeograph, Mim. 
6641, which is expected to be modified 
to conform with the new social security 
level). Where there is no such formula, 
however, a contribution in any year in 
an amount which is less than the indi- 
cated rate (934%) cannot be made up 
and the difference is lost to employees. 
For example, since the employer is not 
committed to a particular rate, he may 
decide to contribute an amount equal 
to 5%, of compensation in a given year. 
The difference between 5% and 934% 
cannot be made up in a later year. This 
not that 
the difference may be made up in a plan 


should be construed to mean 


definite-contribution formula. 


the 


with a 
The 
where there is a formula it is frequently 
fixed at 934%. 


situation is same. However, 


[Note: The situation is far different 
in an integrated pension plan. There, 
benefits, constitute 


the controlling factor. The fact that con- 


not contributions, 
tributions to a pension plan are re- 


duced or omitted in any year, or in 
several years, does not affect the benefits 
under a permanent and continuing pro- 
gram in which on the average at least 
the normal cost and interest on the un- 
funded past service liability have been 
met. This may have come about by 
larger contributions in certain years (or 
gains from excess interest, etc.) to permit 
the 


omission of contributions for 


one 
or more subsequent years. Thus, the 
benefits under the pension plan, which 
are integrated with the OASI benefits 
under the Social Security Act, remain 
unaffected by lesser or no contributions 
in certain years.] 


Makeup contributions for loss members 

The profit-making companies in a 
group of affiliated may 
make up a contribution that a loss mem- 


corporations 
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ber would have made if it had profits 
and obtain deductions, within the ap- 
plicable limits, for the contribution as 
though it were made for their own em- 
ployees. Ordinarily, deductions are al- 
lowable for contributions by an em- 
ployer only to the extent that they are 
paid out of the net profits, either current 
or accumulated, for his own employees. 
The one exception that has been made 
is for affliated corporations. It has been 
recognized that some corporations within 
the group are engaged in nonprofit ac- 
tivities, such as .research and analysis, 
that its activities benefit the other 
cluded corporations, and that the em- 


in- 


ployees of the loss members should be 
permitted to participate in a qualified 
profit-sharing plan to the same extent as 
employees of the profit-making com- 
panies. 

The profit-making companies make up 
the contribution which the loss member 
“would otherwise have made under the 
plan, by reason of having no current or 
accumulated earnings or profits or be- 
cause such earnings or profits are less 
than the contributions which it would 
otherwise have made.” That is all well 
and good in the case of a profit-sharing 
plan with a definite-contribution for- 
mula. is no formula, 
is the contribution that the 
member 


But where there 


what loss 


would otherwise have made? 
There is no commitment and no obliga- 
tion where there is no definite formula, 
and until an affirmative step is taken to 
assume an obligation to contribute there 
is no liability to do so. Since a profit- 
sharing plan entails contributions out 
of profits, there is no obligation to con- 
tribute when there are no profits and 
there is nothing for the profit-making 
companies to make up. That is also the 
case with a definite formula, but since 
the commitment is fixed by the formula, 
an amount which the loss member would 
have contributed if it had profits is 
susceptible of determination. Hence, the 
profit-making companies could make up 
such a contribution behalf of the 
Here then is another ex- 
ample of something which started out as 
an apparent boon, the elimination of 
the 


on 
loss member. 


definite - contribution - formula __re- 
quirement, turning into a detriment by 
depriving the employees of the loss mem- 
ber of a makeup contribution by the 
profit-making companies. 


Thrift plans 


The underlying philosophy of a thrift 
plan is to encourage employee savings 


by matching contributions of the em- 
ployer or by gearing employer contribu- 
tions to amounts contributed by em- 
ployees. For example, one pattern is 
to provide for employee contributions 
up to 10% of compensation with em- 
ployer contributions, payable out of 
profits, equal to one-half the amount 
contributed by the employee. This ar- 
rangement contemplates employer con- 
tributions pursuant to a definite for- 
mula, i.e., 50% of employee contribu- 
tions payable by the employer out of 
current or accumulated profits of the 
corporation. 

is no definite-contribu- 
tion formula but the employer may con- 
tribute what he 
wants, 


Where there 


wants and when he 
the for the 
employee to save and make contribu- 


tions? All that the employee has is a 


what is incentive 


hope that the employer will make some 
kind of a contribution. This destroys 
the basic approach to a thrift plan. Such 
a plan is predicated on a fixed commit- 
ment by the employer to contribute on a 
definite basis in accordance with the em- 
ployee’s contributions. The more the 
employee contributes, within the speci- 
fied limit, the more the employer will 
of course, of 
the available profits. By holding forth 
a definite 


contribute to the extent 


goal the employee is en- 
couraged to save, but there is no such 
encouragement there is 


definite employer commitment. 


where no 


Requirements under state laws 
Many state-tax laws are patterned 


after the Internal Revenue 
Franchise taxes, which are com- 


Federal 
Code. 
puted on the basis of a percentage of 
net income, are usually geared to rules 
similar to those applicable to Federal 
When a 
Federal rule takes place, a similar change 


income taxes. change in a 
may or may not be effected for state-tax 
purposes, depending upon whether the 
legislature deems such a change de- 
sirable. 

Even where a corresponding change 
several 
years may elapse before the change is 
effected. State legislative bodies may not 
be in session at the time of the Federal 
change and may not meet for a con- 
siderable time thereafter. Then a study 
may be made to determine whether the 
change is desirable. If so, there is the 


may be deemed appropriate, 


matter of introducing a bill and process- 
ing it through the legislative machinery. 
If the matter should not require legisla- 
tion, certain procedures in the state 
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taxing agency have to be followed be- 
fore a change can be made. 

Thus, notwithstanding the fact that a 
definite-contribution formula is no 
longer required for the qualification 
of a profit-sharing plan for Federal in- 
come tax purposes, employers should be 
careful in setting up such plans, or in 
removing formulas from existing plans, 
lest they run afoul of state rules on the 
subject. w 


New book lists provisions of 
major stock-ownership plans 


RECENTLY ISSUED by the New York 
Stock Exchange, a new book, “Stock 
Ownership Plans for Employees,” con- 
tains the complete provisions of the 
stock-ownership plans of twenty indus- 





Employees’ trust created by employer’s 
note; liability deductible. Taxpayer 
executed a $20,000 demand promissory 
note to a profit-sharing trust on Sep- 
tember 30, 1952, the last day of its 
fiscal year and the effective date of the 
creation of the trust. The note was 
vaid within the following 60 days. The 
Commissioner determined that the trust 
was not in existence on September 30, 
1952 and that no deduction could there- 
fore be allowed. The court holds: under 
New York law, an employees’ trust may 
validly exist prior to a payment of cash 
to it; and the corpus of the trust is the 
negotiable instrument deemed prima 
facie to have been issued for a valuable 
consideration. Tallwan Tool & Machine 
Corp., 27 TC No. 39. 


Minimum information required from 
employer contributing to industrywide 
plan. In connection with employee plans 
set up on an industry-wide or area-wide 
basis, an employer claiming a deduction 
for contributions need furnish a state- 
ment showing only the contribution. 
However, the trustee must furnish the 
required data for the entire group of 
participating employers. Rev. Rul. 56- 
657. 


No deduction for retirement-plan con- 
tribution paid after due date of return. 
A deduction will not be allowed for 
payment of a contribution to an em- 
ployees’ qualified trust if made after the 
due date, or the extended due date 


New compensation decisions this month 


trial giants. The plans of AT&T, Gen- 
eral Motors, General Foods, Sun Oil, 
and others are spelled out in this valu- 
able 207-page book, which points out 
that all plans provide for broad em- 
ployee participation. 

The last half of the book contains 
tables showing the provisions of those 
plans of Exchange-listed companies 
which provide for ten or more employ- 
ees. The tables show the type and scope 
of each plan, the number of shares au- 
thorized for each plan, the percent of 
outstanding shares prior to the offering, 
the amount of the subscription price 
and how it is fixed, the terms of pay- 
ment, and the time for the issuance of 
the certificates. This is a highly valu- 
able reference work to those workin 
with compensation plans. Ww 


of the return. If the employer does not 
obtain an extension (usually by filing 
for an automatic extension on Form 
7004), the deadline is the fifteenth day 
of the third? month following the close 
of the taxable year. Rev. Rul. 56-674. 


Must prorate pension plan contributions 
in short taxable year. For the short tax- 
able year resulting from a change in 
accounting period, an employer will be 
allowed to deduct a pro rata part of 
the annual contribution necessary to 
meet the normal cost of an employees’ 
qualified pension plan. He can also de- 
duct a similar proportion of 10% of the 
cost of past service or supplemental 
benefits as of the date such benefits were 
provided under the plan. Rev. Rul. 56- 
672. 


Cost of health plan for some employees 
deductible. Some of taxpayer’s em- 
ployees were covered by union hospital- 
and-surgical plans. The employer paid 
premiums on a policy providing hospital- 
and-surgical benefits for its nonunion 
employees. The IRS holds the premiums 
are deductible by the employer as a 
necessary expense. They are not taxable 
to the employees because they are con- 
tributions to an accident or health plan. 
Rev. Rul. 56-632. 


No loss to employee on expiration of 
term life-insurance. The purchase of 
group life insurance by a qualifying 
trust is a taxable distribution to the 
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employees. The Service now rules that 
the expiration of the period of protec- 
tion is not a deductible loss to the em- 
ployee. Rev. Rul. 56-634. 


Rules of Mim. 6641 still apply to inte- 
grated retirement plans. In determining 
whether retirement plans which provide 
for integration of social security bene- 
fits are discriminatory, the Service will 
follow the principles set forth in Mim. 
6641. The base of $4,200 will, however, 
be substituted for $3,600, and the more 
liberal definition of “average annual 
compensation”, as provided for in the 
current Regulations, will be used. Rev. 
Rul. 56-692. 


Pension plan not qualified; employer's 
contributions are income to employees. 
An employer established a contributory 
employees’ pension plan which pur- 
chased retirement income endowed con- 
tracts for its participants, but did not 
execute a trust agreement until two 
years later. The Service rules that the 
plan cannot be considered as qualified 
prior to the year in which the trust 
agreement was executed. Accordingly, 
the employees are not entitled to de- 
ferred tax treatment of employer con- 
tributions on their behalf prior to the 
agreement. Rev. Rul. 56-673. 


Can't ignore depreciation in computing 
self-employment income. In computing 
net earnings from self-employment for 
social security purposes, an individual 
(other than a farmer who elects to use 
the optional method of computing these 
earnings) must claim all of his allowable 
deductions including depreciation. [A 
cash-basis farmer whose gross farming 
income is less than $1,800 may elect to 
use as net self-employment income either 
his actual or 50% of the gross. Ed.] Rev. 
Rul. 56-407. 


Qualified plan may not permit defer- 
ment of benefits until after death. An 
employees’ pension, stock-bonus, or 
profit-sharing plan will not qualify for 
exemption under Section 401 if a par- 
ticipant may irrevocably elect prior to 
retirement to have all or a part of his 
nonforfeitable interest paid to a desig- 
nated beneficiary after his death. A plan 
can qualify only if the benefits are pay- 
able at times set out by the Code: death, 
retirement, severance, illness, etc. Pay- 
ment to a beneficiary would not meet 
the statutory requirement. Rev. Rul. 
56-656. 
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How good tax planning works: an example 


of tax saving in subdivision development 


E ALL AGREE that before a venture 
Wi. undertaken the planners must 
give a lot of thought to the tax prob- 
lems the venture is likely to encounter. 
The more money, the more people, and 
the more divergent their interests, the 
more carefully this has to be done. And 
if the venture is of an unusual nature, 
it is impossible to plan in the usual way, 
relying on the accumulated wisdom em- 
bodied in normal procedure. Our fel- 
low-editor, Harry Graham Balter, Los 
Angeles attorney, speaking at the Four- 
teenth NYU Tax Institute, attacked this 
problem in his discussion of ‘‘Capitaliza- 
tion and Financing of Real Estate De- 
velopments.” His talk fascinated us not 
only because of the thoroughness with 
which he explored this complicated field 
but also because it is an example of the 
kind of advance tax planning we have 
been advocating. Here are the significant 
excerpts which point out the problems 
and possible solutions: 

It cannot be overemphasized that the 
most effective tax-planning will be that 
which is done from the very start. The 
earlier the planning and programming, 
the better. Piecemeal or ad hoc tax plan- 
ning is more risky business because the 
opportunities for “making the record” 
are lessened. 

Competent tax men appreciate the 
great value of having the “house in or- 
der” before an audit by revenue agents 
takes place. In evaluating the tax impact 
on different entities in as complicated 
a pattern of involvement as appears in 
a residential-tract development, timely, 
adequate, and convincing documentary 
proof of the substance of transactions to 
be relied on at a later date is most essen- 
tial. 

Although it is almost impossible to list 
the 


all phases of projected venture 


which should be analyzed, evaluated and 


planned in advance taxwise it is pos- 


sible to list some key problems which 
are present in most proposed ventures: 

1. How to take title to the land. 

2. What legal entities to use in carry- 
ing out the venture. 

3. How to spread income over more 
than one tax year. 

4. How to arrange for “interim” or 
construction financing. 

5. How to arrange for permanent or 
“take-out” financing. 

6. How to attract outside capital for 
participation in the venture. 

7. What legal arrangements to set up 
for participation by the outside capital. 

8. How and when to withdraw invest- 
ments and profits from the venture. 

9. What the are for 
achieving capital gains rather than ordi- 
nary income treatment for the partici- 
pants. 


possibilities 


Taking title to the land 

The tax-planning for the venture 
group about to acquire a tract consid- 
ered ripe for subdivision development 
must include consideration of the who 
and the how of taking title to the land 
preparatory to development. 

If a single entity, whether corporate 
takes title to the land, 
builds the houses, develops the commer- 
cial or business areas, and even sells off 
part of the tract as lots, there can hardly 
be doubt that the profit will be taxed as 


or otherwise, 


ordinary income and not as capital 
gain. The Commissioner would treat the 
purchasing, developing, and selling en- 
tity as a dealer and not as an investor. 

But now let us assume that separate 
entities are set up: one to acquire the 
title to land from the farmer or other 
holder; one to improve the lots and 
prepare them for building; one to build 
the houses; one to sell the houses; and 
one to acquire and hold for future 
development the part of the tract set 





aside for planning and creating a shop- 
ping center, parking lot, etc. 

While ordinary income would be at- 
tributable to the entities disposing of 
the lots on which the homes are built, 
building the homes, and selling the 
homes, there is strong likelihood—assum- 
ing the presence of convincing indicia 
of separateness—that the entity retain- 
ing the area for future business and 
commercial development could achieve 
investor status for its properties with 
resultant capital gains treatment on sub- 
sequent long-term disposition. The real 
danger that the corporation may fall in- 
to the collapsible-corporation trap is dis- 
cussed later. In the alternative, if it de- 
veloped and leased the property, this en- 
tity would cushion the tax impact by 
extending the ordinary income over a 
long term of years. 

It is important to identify the entities. 
With the possible exception of the orig- 
inal owner of the land who joins the 
“venture groups,” it really makes no 
legal difference what form of entity or 
entities are created for the acquisition 
or disposition of the land. But the 
threat of loss of benefits and the pos- 
sible imposition of sanctions which the 
Code provides in the case of transactions 
between “controlled” corporations, “af- 
filiated” corporations, and “related” tax- 
payers, must be watched. Taxwise, it is 
less hazardous for land first taken in the 
name of an individual or a partnership 
subsequently to be conveyed to a corpo- 
ration, than for the land initially taken 
in the name of a corporation to be 
transferred at a later date to a partner- 
ship or an individual. 

For these reasons, particularly where 
future plans are indefinite, it is best that 
title to the undeveloped land first be 
taken in the name of an individual, a 
partnership, or a trustee for the benefit 
of designated nominees, rather than in 
the 
grantee. 


name of a _ nontrustee corporate 


Operating entities 

Individual ownership, general part- 
nerships, limited partnerships, joint ven- 
tures, syndicates, pools, and trusteeships 
are well-known media for taking title to 
property or conducting business opera- 
tions. All are equally available to the 
“venture group” embarked on a_ sub- 
division development. 

Both non-tax factors may 
determine which type of legal entity 
should be used for any particular phase 
of the total venture. 


tax and 
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There are known advantages and dis- 
advantages to all of the designated 
media. Supposed immunity from indi- 
vidual liability, if the corporate form of 
acquiring title to property or participat- 
ing in the building and developing ven- 
ture is resorted to, is becoming of de- 
More 
often than not, personal guaranties are 


creasing practical importance. 
required for major corporate indebted- 
ness; and limited partnerships, syndicates 
and trust arrangements may well provide 
almost as much immunity from person- 
al liability for debts as the corporate 
mechanism. 

In most cases, the controlling and de- 
ciding factor is the tax bracket of the 
individual participant in the venture 
group. Those who make up the build- 
ing group and more particularly those 
who are attracted as investors are in the 
higher income tax brackets. Even the 
combined tax on the corporation for its 
earnings, and on the stockholders for 
their gain on liquidation of the corpo- 
ration in most instances will not equal 
the tax payable by the individual parti- 
cipant if he is in the higher tax bracket. 
An added attraction for the use of the 
corporate form is that keeping earnings 
from being vested and immediately tax- 
able to the participants is easier than 
where the individual, partnership, joint 
venture or similar noncorporate form of 
entity is used. 

Chere are, however, known dangers 
in using an all-corporate setup for every 
phase of the venture. It is easy to fall 
into some of the known traps arising 
from transactions and transfers between 
controlled corporate entities, and from 
the tax impact of improperly planned 
liquidations of one or more of the cor- 
porate entities. 

It is not unwise to sprinkle a few 
partnership and joint venture entities 


among the corporations. 


Use of trusts 


Che trust as an entity in the venture 
group setup has some appeal. A limited 
partnership may be formed between the 
builder as general partner, acting either 
individually or through a corporation, 
and the investor as limited partner, act- 
ing as trustee under multiple trusts with 
his minor children as the beneficiaries. 
If there are debts and liabilities, the in- 
vestors are thereby immunized to some 
extent. On the other hand, if there are 
profits, the multiple trusts reduce the 
tax impact on the income. 

If the trusts are irrevocable for at least 


Tax planning and business management * 155 


ten years, there may be here an excellent 
device for reducing the tax impact on 
profits from the venture group by pass- 
ing the profits through the investor into 
the hands of his children as the ultimate 
beneficiaries. If the investors are already 
in the high tax brackets, this device may 
be most attractive. But as in the case of 
multiple corporations, extravagant use 


* of multiple trusts beyond the legitimate 


business needs of the occasion may in- 
vite legislative or administrative correc- 
tion. 


Danger of “association” 


But if it is decided to use some such 
noncorporate entities, the partnership 
(a limited partnership especially), the 
syndicate, the pool, or the trust arrange- 
ment must not be set up and organized 
as an “association” which would be 
treated taxwise as a corporation. 

Particularly, if the total financing pro- 
gram is not completed at the early stage 
of the venture and future plans have 
not been clearly charted, are there fewer 
tax impacts and risks in converting from 
a noncorporate entity to a corporate en- 
tity than vice versa. 


A separate building corporation 

A relatively simple pattern would be 
for the builder to have his own corpora- 
tion, owning all of the stock. This cor- 
poration would not own any of the real 
estate. Its only earnings would be from 
“fees,” in either a fixed amount or a per- 
centage of the cost or of the profits of 
each building, as its compensation for 
building the homes. This income is, of 
course, ordinary income to the corpora- 
tion. But if the multiple corporations 
and spreading of income over several 
tax years are effectively used, the tax 
bracket on this income to the building 
corporation would be kept at the lowest 
level. 

On the completion of the project, the 
builder may either: 

1. Leave most of the profits in the 
corporation and pyramid the corpora- 
tion’s earnings with the earnings from 
new building ventures, keeping in mind 
the danger of penalty taxes for a per- 
sonal holding company and _ unreason- 
able accumulation of surplus; 

2. Liquidate the corporation, paying 
a capital gain tax on the increase in 
value of the stock, if any, assuming, of 
course, that other capital gains treatment 
tests have been met; or 

3. As is very unlikely, withdraw the 
earnings of the corporation in the form 


of compensation and dividends, leaving 
the corporate shell. 

A separate corporation would hold 
title to the lots and improvements, and 
this corporation would realize all the 
net profits from the sale of the homes 
after payment of the fixed fees or per- 
centages to the builder corporation. 

In this way, the builder is assured a 
profit; but the investors in turn do not 
have to split or otherwise “cut in” the 
builder on the net profits of the sales of 
the homes once the fee has been paid. 
There is, of course, nothing to prevent 
the builder with or without added con- 
sideration from acquiring some interest 
in the investor corporation in the form 
of stock, in addition to owning all the 
stock in the builder corporation. 


Single builder-investor corporation 


If a single corporation builds and 
owns the homes, its stock structure must 
reflect the needs and expectations of 
both the builder and the _ investor 
groups. 

Since common stock normally repre- 
sents voting control which the builder 
is expected not to relinquish, at least 
half of the common stock, or of the vot- 
ing common stock, if there are two 
classes of common stock, would be re- 
tained by the builder, but not without 
adequate hedges against extravagant sal- 
aries, premature withdrawals, etc., so as 
to give the investor some protection 
against “milking” the profits from the 
operation. 

How shall the investor’s interest be 
represented? A “‘package” deal of shares 
of preferred stock and shares of common 
stock for each unit of money invested 
represents the traditional manner of giv- 
ing the investor the maximum chance 
to get his investment bak with a fair 
rate of interest together with an oppor- 
tunity to share in the profits, if any. 
The builder, of course, under this ar- 
rangement retains the larger share of 
the common stock and thereby is in a 
position to realize a greater share of the 
profits, if any, from the veuture than is 
any single investor. 

Of recent years debt financing has out- 
stripped equity financing in appeal to 
both the seeker and the provider of out- 
side capital. The real advantages of debt 
financing are too well known to be re- 
peated here. And equally well known 
are the capabilities of the Commissioner 
to attack a thin or undercapitalized in- 
corporation. 

Where the line may be drawn be- 
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tween a safe thin incorporation and a 
risky one is hard to say. However, the 
known advantages of debt capitalization 
would justify a reasonable calculated 
risk, unless the specter of an unprofit- 
able operation is kept in mind, in which 
event the fixed character of the debt 
obligation may become a millstone. 


Discount bonds 


An extension of the thin-incorpora- 
tion trend was the attempt to achieve a 
long-term capital gain to the investor by 
having the corporation issue bonds to 
the investor at a discount below re- 
demption price. 

It had been assumed on fairly good 
that the 


bondholder represented by the differ- 


authority increment to the 
ence in price between the amount he 
paid for the bond and the amount at 
which the corporation redeemed it was 
a capital gain and not ordinary income, 
no matter when the bond was redeemed. 

The 1954 Internal Revenue Act pro- 
rates the total increment of the discount 
into capital gain and ordinary income 
based on the ratio of the time elapsed 
when redeemed as against the total life 
of the bond. For example, if a ten-year 
bond with a face value of $1,000 is is- 
sued to the investor for a cash consid- 
eration of $750, we have a discount value 
of $250 (apart from the interest, of 
course). If the bond is redeemed by the 
issuing corporation at the end of one 
year, then it would be considered that 
one-tenth of the amount of the total 
discount of $250 or $25 is ordinary in- 
come and the balance of the discount 
or $225 representing the apportioned 
discount for the balance of the life of 
the bond beyond the redemption date 
is considered capital gain. 

The tax incentive to both the investor 
and the corporation is for redemption 
as soon as may be available from the 
sale of homes. The corporation is able 
of the 
investor gets 
more capital gain and less ordinary in- 


to accelerate the amortization 


bond discount, and the 
come the faster the bond is redeemed. 
Both as a matter of tax impact and as a 
practical guaranty that the bond will be 
redeemed as promised, the deservedly 
condemned and unreliable “under the 
table” agreements would be essential for 
the protection of the investor. It is 
doubtful whether the mere acceleration 
of amortization of bond discount would 
in itself be enough of an incentive to 
the builder to redeem quickly if he were 
able.to pyramid the investor’s money in- 
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to other attractive profit-making projects. 

But there is a fly in the ointment: the 
1954 Act may provide the revenue agent 
with a devastating argument that the 
discount bond is in reality not a debt 
at all, but is an equity contribution 
equivalent to preferred stock. In the al- 
ternative he may contend that the ten- 
year bond is in effect a short-term bond 
(up to the time of redemption) so that 
the investor under the statute’s formula 
would receive no capital gain treatment. 
Since the 1954 Act makes it almost man- 
datory that there be short-term redemp- 
tion, may this not be a trap for the un- 
wary? The discount-bond arrangement 
may now be an invitation for a thin- 
capitalization challenge. 

Also lurking in the background is the 
question whether discount-bond arrange- 
ments violate state usury laws. And 
there may remain doubt in the invest- 
or’s mind whether a ten-year bond will 
actually be redeemed in a year or two 
as the builder had promised, if adversity 
strikes the project. 


Giving paper taken on sale of houses 


Where conventional financing is the 
pattern for the building and selling of 
the houses, some consideration should 
be given to the possibility of “taking 
care” of the investor by the transfer to 
him of “paper” secured from the ulti- 
mate purchaser over and above the cash 
down-payment. 

This type of arrangement would be 
particularly feasible where corporate en- 
tities are at a minimum and where the 
investor has a sound evaluation of the 
profit factor in the sale of the houses 
and of the real value of the paper. 

The investor could be given an inter- 
est in the contracts, mortgages or trust 
deeds representing the builder’s profits 
over the permanent financing, to what- 
ever extent discount as 
would give the investor a good return 
on his investment. While there would 
be a tax impact either at ordinary in- 
come or at capital gain rate on the fair 
market value of the paper received by 
him in liquidation of his investment in 
the builder entity, the excess over the 
declared fair market value, if he re- 
ceives payment over a period of time, 
would not be onerously taxed because 


and at such 


received in small amounts. 


Winding up the venture 


The maximum capital gains treatment 
would, of course, be achieved by col- 
lapsing the building-owning entity be- 


fore any income is attributable to it. 
The total tax liability would be limited 
to one capital gain tax in the hands of 
the investor, based on the difference be- 
tween the adjusted basis for stock in the 
corporation and the value of the assets 
distributed to him as part of the collapse 
liquidation. Prior to the adoption of 
the 1954 Revenue Act, both corporations 
and partnerships were subject to at- 
tempted collapsible liquidations. 


Collapsible corporations 


Collapsing a corporation is only one 
aspect of the broader problem of liqui- 
dating a corporation at lowest tax cost. 

In the typical situation where a cor- 
poration liquidates and distributes to its 
own shareholders its corporate assets, 
whether cash or property, there is no 
tax on the corporation, capital gain or 
otherwise, regardless of how much in 
value the assets distributed to its share- 
holders may have increased over and 
above the corporation’s basis. The tax 
problems arise only when the sharehold- 
er receives the assets in liquidation from 
the corporation, and again when he dis- 
poses of the assets he has received from 
the corporation. In the normal situa- 
tion, he pays a capital gain tax on the 
increase represented by the fair market 
value of the assets received by him in 
the liquidation over his tax basis for his 
shares of stock in the corporation. 

When the shareholder subsequently 
disposes of the assets he had received 
from the corporation on its liquidation, 
he again pays a capital gain tax, but on 
a stepped-up basis, so that the subse- 
quent tax usually is in a minor amount. 

The situation is very different if the 
corporation liquidates and distributes its 
assets to its shareholders, and the Com- 
missioner holds that the corporation was 
collapsible. There is no tax on the col- 
lapsible corporation, capital gain or 
otherwise, but there would be a tremen- 
dous difference in the tax on the share- 
holder-distributee of the corporation. 
The excess over the basis of his stock 
represented by the fair market value of 
the assets received by him would be tax- 
able at ordinary income rates and not at 
capital gain rates. Of course, on resale 
by him of the same assets, he would get 
the advantage of the stepped-up basis, 
and the second tax would probably not 
amount to very much. The damage is 
done by the tax at ordinary income rates 
on the distribution. 


There are now stated conditions under 
which the liquidation will be presumed 
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to be that of a collapsible corporation. 
The Code contains no contrary pre- 
sumption of noncollapsibility in the 
absence of the stated conditions. 

Broadly, the presumption of collapsi- 
bility operates when: 

|. At the time of liquidation the fair 
market value of its Section 341 assets is 
50%, or more of the fair market value of 
the total assets of the corporation, and 

2. At the time of liquidation the fair 
market value of its Section 341 assets is 
120% or more of the adjusted basis of 
these Section 341 assets. 

If we assume as we must that the 
houses built and to be sold by the cor- 
poration in question are Section 341 as- 
sets, we can readily see that it may be 
relatively easy to avoid the statutory 
presumption of collapsibility. There are 
definite possibilities. 

lo some extent, Section 341 affords 
opportunity for avoiding the collapsible 
tax on a projected liquidation as to cer- 
tain stockholders. 

The 5% 
tion of a corporation which otherwise 


, ownership test. The liquida- 
may be considered collapsible is not so 
construed as to a stockholder who holds 
5°% or less of the outstanding stock of 
the corporation. In determining the ex- 
tent of ownership, however, any stock 
held by related persons shall be included 
with the taxpayer’s holdings. 

\s a practical matter, this escape 
from the collapsible-corporation-liquida- 
tion treatment is normally unavailable, 
since few investors would want to limit 
their interests to a 5% shareholding, 
and since the builder-investor surely 
would have a much more substantial 
holding in the corporation. 

The 70% Section 341 asset test. The 
collapsible-corporation treatment does 
not apply to the gain of a shareholder, 
unless more than 70% of such gain “is 
attributable to the Section 341 assets 
kind of property. In the typical opera- 
tion of buying land, building homes, 
and selling them, it is not likely that 
30°% of the total gains would come from 
other sources than the sale of the homes. 
But it is possible, particularly in the 
pyramiding situation, where the liqui- 
dating corporation has an earned sur- 
plus arising from past operations, such 
as an earlier tract development or from 
an entirely different line of business. 

The three-year test. Finally the col- 
lapsible-corporation rules do not apply 
where the property in question (other- 
wise being Section 341 assets) has been 
held for more than three years following 


Tax planning and business management + 157 


the completion of its construction or 
purchase. 

While it is not practical for the sale 
of homes to be held up for a three-year 
period in order to achieve a more favor- 
able tax treatment to the shareholders, 
it is more likely that rental properties 
or business properties which are part of 
the total project could be retained for 
the three-year period before liquidating. 
In that event, the liquidation would be 
achieved with capital gain. treatment to 
the shareholders. 

In summary, while the collapsible- 
corporation provisions of the 1954 Code 
are no doubt a trap for the unwary, 
they still provide a useful tool for ap- 
plication to specifically tailored situa- 
tions if carefully handled. 

Are there capital gain possibilities 
where the investor in a joint venture 
with the builder plans to sell his interest 
in the partnership to the remaining 
partner or partners or to outsiders and 
in that way recover his investment and 
receive his profits? 

Broadly, it is now recognized that the 
sale of an interest in a partnership may 
be considered a capital gain transaction. 
It has also been recognized for some 
time that in effect the sale of a partner's 
interest in the partnership to the re- 
maining partner or to a third person 
could operate to accord the withdrawing 
partner capital gain treatment, not only 
on his interest in the partnership, but 
also on normal income items not yet 
earned by the partnership but to be re- 
ceived by it after his withdrawal. Hence 
the collapsible-partnership label. 

The 1954 Code attempts to close the 
known loopholes afforded by collapsing 
the partnership by stating that capital 
gain treatment is not available for that 
portion of the selling partner’s interest 
which is represented by his share of un- 
realized receivables and_ substantially 
appreciated inventory items; as to his 
pro rata share of the value of these two 
specific types of assets, the withdrawing 
partner is taxed as if it were ordinary 
income. 

As to unrealized receivables, there 
would seem to be no application to the 
typical tract-development project oper- 
ated as a partnership unless possibly as 
to second trust deeds taken from vendees 
as part of the selling price, on which 
however no value has been set for tax 
purposes. 

The major concern would be as to 
substantially appreciated inventory 
items. By statute and by the proposed 


Regulations, such items must exceed in 
market value 120% of their adjusted 
basis to the partnership if the retiring 
partner is to be taxed at ordinary in- 
come tax rates on his pro rata share of 
the excess. 

Nonetheless, it must be recognized 
that partnership or joint-venture ar- 
rangements between builder and invest- 
or groups offer substantial opportunities 
for capital gain treatment upon with- 
drawal of the investor from the venture, 
not as easily available in a corporate 
setup. 

Seasoned, sophisticated, or adventure- 
some tract developers, rather than face 
the tax impact of liquidating a success- 
ful corporation, have strong induce- 
ments to move on from one successful 
development to another, thus pyramid- 
ing the venture. 

If one steers clear of the known pit- 
falls of stock redemption, and the always 
tricky partial liquidations, there are 
definite possibilities for reducing the 
immediate, if not the final, tax impact 
by resorting to the spinoff, splitoff, and 
splitup opportunities which the 1954 
Code still provides in abundance. And 
even splitting up the present building 
corporation into two new entities, one a 
corporation and the other a joint ven- 
ture, a partnership, or a sole proprietor- 
ship, with one of the new entities stay- 
ing quiescent while the other entity 
moves on to new conquests, has its at- 
tractions. 

And finally, it has even been suggest- 
ed, perhaps in jest, that some investors, 
being otherwise well provided for finan- 
cially, may prefer to let their profits 
“ride” in the corporation from one ven- 
ture to another, never withdrawing them 
during their lifetime, and thus on their 
death providing their estate with a 
stepped-up basis for their stock equity, 
subject only to the death tax “bite.” * 
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Professional tax practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 





Lawyer-CPA cooperation in tax practice 


flowers anew; end of dispute seen 


yore MEMBERS Of the tax fraternity 
who were equipped to deal with 
serious matters on New Year's day would 
have taken some comfort from a head- 
line that day in the New York Times 
which read “Accountants end dispute 
with This alto- 
gether precise phrase, referred to the 


bar.” colorful, if not 
recent statement released by the Ameri- 
can Bar Association and the American 
Institute of Accountants reaffirming 
their intention to keep disputes over tax 
practice out of the courts and out of 
the newspapers. 

The new report of the Special Com- 
Relations of 
ABA, and the Committee on Relations 
with the Bar of AIA does indeed séem 


mittee on Professional 


to usher in a new era of determined 
good-will in avoiding controversy; it is 
certainly the happiest development 
since the National Conference of Law- 
yers and CPAs fell into disrepair sev- 
eral years ago. 

In urging cooperation with the new 
program, Marquis G. Eaton, of San An- 
tonio, AIA president, asked CPAs to do 
these things to help: 

1. Notify the Institute as soon as any 
controversy arises, over fees or other- 
wise, which might result in charges that 
a CPA had engaged in “practice of law” 
in rendering tax services. (The Institute 
will work with the state society con- 
cerned, and with the National Confer- 
ence, in efforts to bring about settlement 
of such disputes without litigation.) 

2. Familiarize yourself with the State- 
ment of Principles, and with the Inter- 
pretation of Circular 230, issued by the 
Secretary of the Treasury, January 30, 
1956. 

3. Bear in mind that both the Insti- 
tute and the Treasury Department re- 
gard it as unethical for certified public 


accountants to undertake work which 


falls within the exclusive competence of 
lawyers. 

4. Notify the Institute of any cases in 
which lawyers appear to be doing work 
which should be considered within the 
exclusive competence of CPAs. 


What the Report says 


unusual interest of 
readers of this journal in this matter, 
we are reproducing here the complete 
text of this brief but significant docu- 
ment: 


Because of the 


“Because of the inter-relationship of 
financial and legal aspects of the mod- 
ern economy there sometimes is a basis 
for dispute as to whether a particular 
matter properly falls within the field of 
law or within the field of competence of 
certified public accountants. The Com- 
mittee on Professional Relations of the 
American Bar Association and the Com- 
mittee on Relations with the Bar of the 
American Institute of Accountants be- 
lieve that any such question that may 
arise between the two professions should 
be resolved by conference and coopera- 
tion. One of the principal fields in 
which such questions have arisen is 
Treasury practice. 

“In 1951 the American Bar Associa- 
tion and American Institute of Accoun- 
tants adopted a Joint Statement of Prin- 
ciples Relating to Practice in the Field 
of Federal Income Taxation, for the 
guidance of members of each profession. 

“On January 30, 1956, the Secretary 
of the Treasury issued a statement in- 
terpreting Treasury Department Circu- 
lar 230 relating to practice before the 
Department. In this statement the Sec- 
retary mentioned the need for uniform- 
ity in interpretation and administration 
of the regulations governing practice 
before the Department and stated that 
the Department has properly placed on 


lawyers and accountants, under the De- 
partment’s ethical requirements, respon- 
sibility for determining when the assis- 
tance of a member of the other profes- 
sion is required. He cited with gratifica- 
tion, ‘the extent to which the two 
professions over the years have made 
progress toward mutual understanding 
of the proper sphere of each, as for ex- 
ample in the Joint Statement of Prin- 
ciples Relating to Practice in the Field 
of Federal Income Taxation.’ 

“In concluding his statement, the Sec- 
retary said that relationships of lawyers 
and accountants in Treasury practice 
would be kept under surveillance, so 
that, if necessary, the matter can be re- 
viewed later to determine whether 
amendment of the regulations govern- 
ing practice before the Department or 
other appropriate action is necessary. 

“Consideration of the public interest 
and the best interests of both professions 
seems, therefore, to require expansion 
of voluntary machinery for self-discip- 
line by both professions and cooperation 
between them to enable differences be- 
tween lawyers and certified public ac- 
countants as they may arise—whether in 
tax practice or elsewhere—to be resolved 
by conference and negotiation, and not 
by litigation. 

“To this end, the Special Committee 
on Professional Relations of the Ameri- 
can Bar Association and the Committee 
on Relations with the Bar of the Ameri- 
can Institute of Accountants have agreed 
that the National Conference of Law- 
yers and Certified Public Accountants, 
composed of members of the two com- 
mittees, should serve as a joint commit- 
tee to consider differences arising be- 
tween the two professions and disputes 
involving questions of what constitutes 
the practice of law or accounting. 

“The Joint Committee recommends 
the following procedures: 

1. That with respect to the field of 
Federal Income taxation, the two pro- 
fessions continue to adhere to the State- 
ment of Principles, approved by the gov- 
erning bodies of the American Bar 
Association and the American Institute 
of Accountants in 1951. It is recognized 
that the statement is a guide to cooper- 
ation and does not presume to be a 
definition of the practice of law or the 
practice of accounting. 


2. That state organizations of the two 
professions consider the establishment 
in each state of a joint committee simi- 
lar to the National Conference for con- 
sideration of differences arising between 
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members of the two professional groups. 

3. That before any state organizations 
of either profession shall institute or par- 
ticipate in litigation or disputes involv- 
ing differences between members of the 
two professions, or involving questions 
of what constitutes the practice of law 
or accounting, such differences and ques- 
tions be referred to joint committees of 
state organizations of the two _ profes- 
sions, where such committees exist, or to 
the National Conference. 

t. That, in the interest of uniformity, 
state committees maintain close coordi- 
nation with the National Conference; 
and if resolution of differences seems im- 
possible at the local and state level, they 
be referred to the National Conference. 
Particularly in the early years, it would 
seem to be in the best interest of all 
concerned for the National Conference 
to participate actively in the considera- 
tion and settlement of disputes which 
might serve as guides and precedents for 
other cases. 

5. That—again in the interest of uni- 
formity—where joint committees at the 
state level are appointed to deal with 
any differences which may arise, they be 
limited, where possible, to one to a state, 
and their structure and procedure fol- 
low the pattern of the National Confer- 
ence, 

“It is hoped and believed that resolu- 
tion of specific cases as suggested above 
will in time provide a body of prece- 
dent which will come to serve as a guide 
to members of the two professions. Such 
a body of precedent will, we think, prove 
of more practical value than attempts 
to find acceptable definitions of the 
fields of the two professions. 

The efforts of the National Confer- 
ence are not, of course, intended to be 
punitive in nature. Their objective will 
be to avoid conflict and to encourage 
and enable continuing cooperation be- 
tween lawyers and certified public ac- 
countants in accordance with the ethical 
standards of the two professions.” 


AMA issues 3 aids 


for office management 


[HE AMERICAN MANAGEMENT ASSOCIA- 
rion has recently published three book- 
lets on office management which may be 
of interest to tax men in control of their 
own and clients’ offices. They are: 
Controlling Office Production, 64 pp., 
$1.75. It includes “Where and How to 


Save Clerical Costs,” ““Work Sampling in 


the Office,” “An Engineer’s Approach to 
Office Systems” and “An Approach to 
Integrated Data Processing and Con- 
trol.” 

Improving Office Reports, Manuals, 
and Records, 54 pp., $1.75. It includes 
discussion of management reports, pro- 
cedure manuals, company experience 
with records management, and the com- 
munications problem. 

The Office: Its Changing Functions 
and Structure, 44 pp., $1.75. ¥ 


Practitioners use IRS “Tax 
Guide” for small clients 


WE Hear of a number of tax practition- 
ers who are buying (for 30¢) and giving 
to their small-business clients the IRS’ 
new Tax Guide for Small Business. The 
object, apparently, is to put into the 
hands of these relatively unsophisticated 
taxpayers some basic information on 
how the tax system works, the broad 
rules for complying with the law, and 
also to give them some understanding 
of how to avoid letting tax liability 
climb higher than is necessary. These 
tax men feel that when the client knows 
a little about taxes he is easier to work 
with, keeps better records, and is able 
to apply his own knowledge of his busi- 
ness to his tax problems. This makes 
the professional relationship more effec- 
tive, and prevents the professional man 
from wasting time doing things the 
client should. 

The “Tax Guide for Small Business” 
was written by Internal Revenue Ser- 
vice technicians with the assistance of 
the Senate Select Committee for Small 
Business and the Small Business Admin- 
istration. 

The 128-page booklet is now available 
at district offices of the Internal Revenue 
Service, along with a companion publi- 
cation, “Your Federal Income Tax”’ for 
individual income taxpayers. The price 
of each booklet is 30 cents per copy. 
They also are available from the Super- 
intendent of Documents, Washington. 

It explains in detail, in simple, under- 
standable language, the tax  conse- 
quences of such things as the organiza- 
tion of a corporation and a partnership; 
the establishing of a new business; the 
purchase of a going business; the opera- 
tion of a business; and dissolution of a 
partnership and liquidation of a corpo- 
ration. 

One of the features of the booklet is 
a tax calendar for 1957, showing what 
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these groups should do, and when, tax- 
wise; and a check list indicating the 
taxes for which different kinds of busi- 
ness organizations may be liable. 

Other subjects treated include the 
maintenance of proper books and rec- 
ords; accounting periods and methods; 
treatment of installment sales and other 
deferred payment sales for tax purposes; 
inventories; depreciation, amortization 
and depletion; bad debts; and carryback 
and carryover of net operating losses. 

Detailed explanations are given as to 
what constitutes income, and as to what 
are deductible expenditures. 

The practitioner who gives this book 
to his client should find that it was a 
worthwhile investment. 


“Tax control” by type of 
deduction saves time 


Max B tock tells us of a system he 
finds useful in keeping track of the effect 
on his clients of changes in law, Regula- 
tions, or new decisions. He calls it “con- 
trol of tax categories by clients”. Mr. 
Block, of Anchin, Block & Anchin, New 
York CPAs, who conducts a column in 
the New York CPA, describes it this way. 

An advanced type of tax control, 
and one that requires manpower and 
time that is not readily available for 
other than fairly large offices, is the tax 
category control. Tax categories are any 
individual items of income or deductions 
which, because of their unusual nature, 
are worthy of control. To _ illustrate, 
“sum-of-the-digits depreciation” is an 
item that might warrant a control. On 
one page of a loose-leaf book, headed 
up ““Sum-of-the Digits Depreciation” 
would be listed the names of all clients 
utilizing that type of depreciation and 
the’ first year involved. Thus, should 
theré be any change in the law or regu- 
lations affecting that item, it would be 
possible to determine very readily the 
names of the clients thereby concerned. 
When Sections 452 and 462 of the 1954 
Code were retroactively repealed, the 
existence of such controls would have 
been a great convenience in determin- 
ing the clients that were involved for 
whom amended returns had to be filed. 
Where refund claims become possible 
because of a court decision, or a change 
in the law, or a Treasury ruling, the 
determination of the affected clients 
would be facilitated if there existed a 
tax category control for the item giving 
rise to the refund claim. ‘ 
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Avoiding small-business tax problems 


by using simple partnership agreement 


If two or more individuals are doing business together without having signed a 


formal partnership agreement, certain tax problems, which they would not other- 


wise have faced, can arise. The mere use of a simple partnership agreement can 


have an ameliorative effect. The advantages of such use are discussed here, and a 


sample agreement, usable in the average small-business situation, can be found on 


the following page. 


: less PARTNERSHIP, as a form of organ- 
ization for conducting a_ business, 
has risen and fallen in popularity dur- 
ing the history of the income tax. Now- 
adays, it is seldom that a partnership is 
formed for tax purposes. When the rates 
on corporations were much higher than 
the rates on individuals, many corpora- 
tions were dissolved and the businesses 
carried on as partnerships. Many a sole 
proprietor, prior to 1948, took his wife 
in as a partner solely in order to reduce 
income taxes. At present, the corporate 
the first $25,000 of 
comparable to the tax on the same in- 


tax on income is 


come earned by a married individual. 
The use of joint-income-tax returns for 
husbands and wives eliminates the need 
for making a wife a partner. 

Prior to 1954 Code 
no statutory provisions re- 
lating to partnerships. Subchapter K of 
the 1954 Code is an attempt to codify 
the tax treatment of partnerships and 


the there were 


practically 


to eliminate the arguments between the 
proponents of the aggregate and entity 
theories. Almost every section of it cre- 
ated a change from existing law. As a 
result, the formation of many partner- 
ships has been discouraged because law- 
yers are unable to advise their clients as 
to how these provisions will be inter- 
preted by the courts. However, despite 
these difficulties of interpretation and 
the less important tax incentives, many 
quite small businesses should be organ- 
ized as a partnership and should have 


a simple formal partnership agreement. 


The need for an agreement 


more individuals 
are in business together, they should 
partnership agreement. The 
principal purpose of such an agreement 
for the small business is to take care of 
the problems which will inevitably arise 
upon the death or retirement of one of 
the partners or the termination of the 
partnership for any other reason. Such 
a partnership agreement can be utilized 
as a part of a business-continuation plan. 
It can provide for the orderly purchase 
of the interest of a deceased or retired 
partner, either through use of the pro- 
ceeds of insurance or through deferred 
payments over a number of years. 


Whenever two or 


have a 


A husband-wife partnership can prove 
of great value to the proprietor of a 
small business. In case of his illness, his 
wife can carry on for him, signing docu- 
ments, paying bills and protecting his 
interests. This is particularly true in the 
construction business, where it is often 
nec essary for a subcontractor to execute 
a waiver of his mechanic’s lien rights be- 
fore he can receive payment. Often the 
probate of the husband’s estate can be 
avoided husband-and-wife 
the business and 
jointly owned assets constitute the only 
property. 


through a 


partnership when 


Real-estate partnerships 


If a group of men desire to acquire a 


valuable piece of real estate, they can 
form a partnership to own and operate 
the property. It will not be necessary 
then for their wives to join in execut- 
Under the 
laws of most states, title to real estate 
can be taken in the name of a partner- 
ship, and a deed from one partner alone 


ing deeds and mortgages. 


will convey the entire partnership inter- 
est. In some cases, it is simplest to do 
this through a limited partnership, with 
one general partner. In this case the 
authority of the general partner will not 
be questioned, since the terms of the 
agreement, giving him power to convey, 
will be of record. 

When the principal purpose of the 
partnership agreement is to provide for 
the need not be 
elaborate one. A simple form of part- 
nership designed for the 
small business will suffice. Many of the 
clauses in the accompanying sample 
agreement could obviously be expanded. 
However, if this is carried too far, the 
partners might feel that the. draftsman 
was unduly complicating their affairs, 
and they might end up with no agree- 
ment whatsoever. 


termination, it an 


agreement 


Individual clauses 
should, of course, be modified for special 


situations. 


Statement on initial capital 


From an income tax standpoint it is 
important that the initial capital be 
stated, and that a balance sheet be at- 
tached, as provided in paragraph 3 of 
the form. The formation of a partner- 
ship is not a taxable event, and the basis 
the the 
partnership is the same as its basis in 


of the property in hands of 
the hands of the contributing partners. 
In order to avoid the necessity of keep- 
ing two sets of books, the balance sheet 
and the initial capital should reflect the 
income tax basis for the property. This 
initial capital will be set upon the books 
of the partnership and whenever a part- 
ner leaves the partnership he is entitled 
to receive this amount tax-free. 

Paragraph 6 of the form reveals the 
fiscal year and accounting method of 
partnership. As a general rule new part- 
nerships must adopt the calendar year. 
If inventories are an income-determin- 
ing factor, they must adopt the accrual 
rather than the cash method. 


Paragraphs 7, 8 and 9 are the meat of 
the agreement and determine what takes 
place when a partner retires or dies. 
The provision for a 30-day notice before 
retirement may be questioned by some. 
A longer period, however, places the 
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A SIMPLE PARTNERSHIP AGREEMENT 


This Agreement is made this 
day of , 1956 by and 


between ..... i. ane 


Whereas, the parties hereto have 
since vi been 
associated as partners under the name 
of eh Rois EE hs Me 
without any written agreement; and 

Whereas, it is the desire of the 
parties hereto to enter into a formal 
partnership agreement effective as of 
January 1, 1957. 

NOW, THEREFORE, IN CON- 
SIDERATION OF THE MUTUAL 
PROMISES HEREIN CONTAIN- 
ED, the parties agree as follows: 

1. They hereby constitute them- 
selves a copartnership for the pur- 
pose of engaging in the 
business and _ all related 
thereto, and for the purpose of carry- 


activities 


ing on such other business as may 
be agreed upon by the partners from 
time to time. 

2. The name of the partnership 
shall be 5 
The principal place of business shall 
be ; . 

3. The terms of this partnership 
shall commence as of January 1, 1957, 
and shall continue until terminated 
as hereinafter provided. The capital 
of the business is $ as 
shown on the attached balance sheet, 
which has been contributed by the 
partners as shown thereon. 

4. The net profits of the partner- 
ship shall be divided, and the net 
losses shall be borne equally. The 
partners shall receive no salaries, but 
shall have such drawing accounts as 
may be agreed upon between them. 

5. All funds of the partnership 
shall be deposited in its name in such 
checking account or accounts as shall 
be designated by the partners. 

6. Books of account shall be main- 
tained at the principal office of the 
partnership and shall be open to in- 
spection by either of the partners at 
any time. The books shall be kept on 
the basis of the calendar year, and 
the cash receipts and disbursements 
method of accounting. 


7. Either partner shall have the 
right to retire from the partnership 
at any time upon thirty days’ notice 
in writing served upon the other part- 
ner. The remaining partner, as of 
the effective date of such notice, shall 
have the right either to purchase the 
retiring partner’s interest in the part- 
nership at its then book value and 
continue the business, or to terminate 
and liquidate the partnership busi- 
ness. The partner hereto may termin- 
ate this agreement at any time by 
mutual consent. 

8. Upon the death or incapacity of 
a partner, the remaining partner 
shall have the right upon written 
notice to that effect served within 
ninety (90) days thereof to purchase 
such deceased or incapacitated part- 
ner’s interest at its then book value, 
or to terminate and liquidate the 
partnership business. In determining 
the book value of the partnership as 
of such date, the excess of the 
proceeds of any life-insurance policies 
received by the partnership by reason 
of the death of either of the partners 
over their cash surrender value shall 
not be taken into account. 

9. In the event a partner exercises 
his right to purchase the interest of a 
retired, incapacitated or deceased 
partner under paragraph 7 or 8 here- 
of, he shall pay ten per cent (10%) of 
the amount thereof on the date of 
such purchase, and the balance in 
twenty-four (24) equal monthly in- 
stallments. 

10. Each partner shall at all times: 

(a) Pay and satisfy his own personal 
debts; 

(b) Devote all his time and atten- 
tion to the business of the partner- 
ship; 

(c) Inform the other of all work 
for and transactions on behalf of said 
partnership; 

(d) Neither assign, mortgage, nor 
sell his share of the partnership, nor 
any part thereof, nor enter into any 
agreement as the result of which any 
person, firm or corporation may be- 
come interested with him therein. 

11. No partner shall, without the 


consent of the other partner, on be 
half of the firm: 

(a) Make, execute, deliver, endorse 
or guarantee any commercial paper, 
nor agree to answer for, nor in- 
demnify against any act, debt, de- 
fault, or misconduct of any person; 

(b) Assign, transfer, pledge, com- 
promise, or release any of its claims 
or debts except upon full payment, 
or arbitrate, or consent to the arbitra- 
tion of, any of its disputes or con- 
troversies; 

(c) Make, execute and deliver any 
assignments for the benefit of credi- 
tors or any bond, confession of judg- 
ment, chattel mortgage, indemnity 
bond, surety bond, or cuntract of sale 
or contract to sell its entire personal 
property or any other contract under 
seal, whether similar or dissimilar to 
any of the foregoing; 

(d) Hire, lease, purchase, or sell 
or morgtage any real estate, or in- 
terest therein, or enter into any con- 
tract for such purpose; 

(e) Hire, or engage to hire, any 
person or persons for a definite period 
in excess of one month, or discharge 
any person or persons who shall have 
been hired for a definite period in 
excess of one month; 

(f) Engage in any dealings or trans- 
actions with any person or persons, 
partnership or corporation who the 
other partner has previously in writ- 
ing requested him not to trust, deal 
with, or transact business with. 

12. If any partner violates any of 
the provisions of paragraphs 10 or 11 
hereof, the other partner shall have 
the right to terminate this agreement 
and purchase such partner’s interest 
at the then book value, making pay- 
ment therefore as provided in para- 
graph 9. 

13. Any partner who shall violate 
any of the terms, conditions and pro- 
visions of this agreement shall, in 
addition to being subject to other 
remedies, liabilities and obligations 
herein imposed upon him therefor, 
keep and save harmless the partner- 
ship property and shall also in- 
demnify the other partner from any 
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remaining partner in a disadvantageous 
position. He will have to operate the 
business for the bene&t of both partners, 
even though he is probably receiving no 
help from the one who wishes to retire. 
Retirement here includes, of course, any 
departure from the partnership occa- 
or simply a desire 
Under these retire- 


sioned by either age 
to work elsewhere. 
ment provisions, the remaining partner 
has the right to determine whether to 
continue the business himself or to liqui- 
date it. If he elects to continue, he need 
only pay the retiring partner his share 
of the book value. In larger partner- 
ships, a retiring partner will normally 
receive, in addition to the book value 
of his interest, a share of the profits for 
a limited period of time. In smaller part- 
nerships, however, the element of good- 
will is relatively negligible, and a part- 
ner’s interest is seldom worth more than 
its book value. The partners should al- 
ways be aware that book value may be 
worth more or less than the true value 
of a partner’s share. Where this situation 
is present, the form of agreement should 
be modified. 

If the principal asset of the partner- 
ship is real estate, a retiring partner or 
the estate of a deceased partner should 
receive his share of its fair market value. 
In such a case, the agreement should 
provide for either an appraisal or sale 
of the determine _ this 
amount. Alternate paragraphs 7 and 8 


property to 


follow the form, and can be used for 


such a partnership. 





New decisions 





Partnership with son not valid till son 
finishes Army service. [Certiorari denied] 
Taxpayer’s son finished dental school 
in 1942, 


eral months later. In the meantime the 


and went into the service sev- 
taxpayer, a dentist, executed a partner- 
ship agreement with his son which be- 
1943, at 


which time the son was in the service. 


came effective on January lI, 


The facts showed that the father knew 
his son was going to be inducted and 
would not be able to contribute to the 
firm until his return. Cain, cert. den., 


11/5/56. 


Property was received as partnership 
liquidation, not salary; no tax. Taxpayer 
entered into an oral agreement for the 
sharing of profits on purchases and sales 
of timber properties, and in the next 
few years acquired timberland in the 








Partnership Agreement (Con’t.) 


and all claims, demands, and actions 
of every kind and nature whatsoever 
which may arise out of or by reason 
of such violation of any of the terms 
and conditions of this agreement. 

IN WITNESS WHEREOF, the 
partners hereto have set their hands 
and seals this 
1956. 


GOW OER Us ba Ee. j 


of the death or 
incompetency of any partner, this 


7. In the event 
partnership shall continue in exist- 
ence until the close of its fiscal year, 
and the profits for the year shall then 
be distributed to the personal repre- 
sentative of the deceased or _ in- 
competent partner. If within six (6) 
months after such death or incompe- 
tency, the person or persons who 
shall have succeeded to the interest 
of said deceased or incompetent part- 





ner shall not have become a partner 
or partners in the place of said de- 
ceased or incompetent partner, this 
partnership shall be terminated. 

8. Any partner shall have the right 
to retire from this partnership at any 
time upon thirty (30) days’ notice in 
writing served upon the other part- 
ners. The remaining partners, upon 
receiving notice, and 
termination of the partnership as 


such upon 
provided in paragraph 8 hereof, shall 
have the following rights: 

(a) To have the partnership prop- 
erty appraised by appraisers selected 
by the Chicago Real Estate Board and 
purchase the interest of such retiring, 
deceased, or incompetent partner as 
its value may be shown by such 
appraisal; or 

(b) To sell the partnership prop- 
erty at such price as may be agreed 
upon by said remaining partners, and 
after paying all partnership debts, 
distribute the balance to each partner 
as his interest shall appear. 








name of his partner. In 1946, the part- 
ner claimed he had clear title becavse 
there was no joint venture. The taxpayer 
settled for the 
transfer to his own name of two timber 
tracts worth about $400,000. The Com- 
missioner argued that most of this was 


sued and eventually 


compensation for services and therefore 
ordinary income. The Tax Court held 
that there was a bona fide partnership 
and that taxpayer received a nontaxable 
distribution in dissolution of the joint 
This The fact 
that there was a joint venture is settled 


venture. court affirms. 


by the state-court Wilson 


Estate, CA-9, 


litigation. 


12/28/56. 


Validity of partnership can be reargued 
for later years. In a prior case involving 
the fiscal year 1946, the Tax Court re- 
fused to recognize a family partnership. 
For this reason, without considering the 
facts, the Tax Court, applying the doc- 
trine of collateral estoppel, disallowed 
the partnership relationship for 1947. 
The Fifth Circuit, citing Batman de- 
cided the same day, remands for a new 
trial. The question must be decided on 
the merit. Guggenheim, CA-5, 12/14/56. 


No new facts; can’t litigate family part- 
nership twice. The Tax Court held (and 
the Second Circuit affirmed) that tax- 
payer’s partnership did not include for 


tax purposes the managing partners’ 
wives and minor children. The year in- 
volved there was 1943. The taxpayers 
here claim refund for 1944 to 1946. This 
court holds that taxpayers do not offer 
new evidence. The facts which they 
allege as new were all before the Tax 
Court. At the time of the Tax Court 
proceeding, the partnership had al- 
ready been dissolved and the essential 
facts of its entire history had been ad- 
mitted. The court of appeals had con- 
sidered the Culbertson case at the time 
it acted. There being no new facts and 
no change in the law, the validity of 
the partnership cannot be relitigated. 
Slifka, DO NY 12/4/56. 


Father did not intend to join with 
minor son as business partner. A li- 
censed hog dealer entered into a written 
partnership agreement with his wife in 
January 1941 upon her investment of 
$5,000. At the end of that year, the wife 
assigned her partnership interest, with 
her husband’s consent, to their three- 
The 
that the father’s only purpose in setting 


year-old son. Tax Court found 
up the partnership arrangement was to 
provide for his son’s financial sec urity, 
not to make him a real business partner. 
therefore taxable to 
father. This court affirms. Sparks, CA-7, 


12/3/56. 
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EXAMINE 10 DAYS 


The First Book to Unravel the Complexities 
of Subchapter K (Partnership Taxes of the 


1954 Code... by the One Man Best Qualified 
to Do It. 





Handbook of 


PARTNERSHIP TAXATION (oe: 








By ARTHUR B. WILLIS, 
Partner, Willis and Mac- 
Cracken, Los Angeles; 
Chairman of Advisory Group 
of Sub-Chapter K of the 


Internal Revenue Taxation. 





In permitting greater flexibility in the arrangement by part- 
ners of their partnership affairs, the lawmakers also gave 
partners, and their tax advisers, a succession of violent head- 
aches: partnerships have collapsed over disputes on the alloca- 
tion of tax liability; retirement or death of a partner has caused 
liquidation of many a profitable business; errors in computing 
the basis of a partner’s contribution or interest has resulted 
in frequent disaster; attorneys and accountants have been held 
liable for costly errors in preparing partnership agreements. 


These are only a small smaple of the consequences of mis- 
interpretation of the statute. Out of of the existing confusion, 
the author has brought a miracle of order, clarity and sub- 
stance. With this book to guide you, you will not only know 
the law’s intent, but its application to the particular partner- 
ship situation with which you may be dealing. You will be 
able to protect a partnership with a tax position that antici- 
pates all contingencies. Innumerable examples and solutions 
explain scores of immediate and potential tax problems. You 
also get complete texts of general, family, and professional 
partnership agreements, as well as pages of alternative clauses 
for special situations. No other book gives you such complete, 
full-scale guidance on tax questions that come with the creation 
of a partnership or thoose that spring up in the course of its 
operation. 


What Would You Advise. in Partnership 
Tax Situations Like These? 


On sale, exchange, or involuntary conversion of property, what 
are the requirements for securing capital gains treatment? 
How is the gain on sale of property to a partnership taxed? 
Under what two conditions may a partnership change its taxable 
year without obtaining the Commissioner’s approval? 

What is th estatutory limitation on deduction by a partner of 
his partnership losses? How can this limitation be avoided? 
What are the 9 basic tests as to family ownership of partnership 
interest? 

To what extent can the tax aspects of contributed property be 
controlled by the partnership agreement? 

How can the partnership agreement be drawn up to avoid a 
retiring partner’s having to report a taxable “year” of more 
than 12 months? 

If a partner draws more than his share of profits, does this 
reduce his interest in the partnership capital, or is it a loan 
to him? 





SOME OUTSTANDING FEATURES 


Over 760 pages-of clear, concise guideance. 
Loopholes in the statute are fully discussed. 


Pitfalls in the law and regulations are analyzed 
and tips given on how to avoid them. 


Uniquely complete indexing for any reference 
requirement. 


Complete texts of sample general, family and 
professional partnership agreements. 


Miscellaneous provisions for use in partner- 
ship agreements. 


Comparisons of the dollars and cents results 
of alternate courses of action open to a part- 
nership. 


SEND NO MONEY 


Just mail the coupon to read this important book 
free for 10 days. Take time to study it, use it on 
your next partnership assignment. See how expertly 
you will be able to handle any problem of partnership 
taxation. Whether or not you decide to keep the book 
is entirely up to you, 


PRENTICE-HALL, INC. 

DEPT. 5415-D1, Englewood Cliffs, N. Y. 

Please send me a copy of HANDBOOK OF 
PARTNERSHIP TAXATION for 10-days’ FREE 
EXAMINATION. Within that time I will either 
return the book, or keep it and remit $15.00 (plus 
postage in full payment. 


Name 


Address ... 


City ocmit j sh .. Zone 


(_] Check here if you send $15.00 now. Return and 
refund privileges are guaranteed. 
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Tax reduction through income-splitting: 


how long will the loopholes last? 


by WILLARD H. PEDRICK 


Practical tax men have plenty of enthusiasm for the tax-saving devices described in 


this article—those which reduce the family’s taxes through transfers within the fam- 


ily of income-producing property. As things now stand, many of these tax-saving 


manipulations do work. But in a sober analysis of such plans, first published in a 


more extended form in the Northwestern University Law Review, the author points 


out that the proper way to tax families is to make like groups pay like taxes. He 


raises some disturbing questions about some of the currently popular income- 


splitting devices, and in the process he reviews the pertinent provisions of the 


Code as well as the principal judicial decisions. 


A HUSBAND DUTIFULLY supporting his 
wife, and thereby avoiding all sorts 
of unpleasantries, in a burst of generosity 
establishes a trust for her 
benefit. Somewhere in the trust instru- 
ment, a document long enough to be 
respectable (and that is long indeed), it 
is provided that the income is to be paid 
to the wife “for her support and main- 
tenance.” This is a bit odd and unex- 
plained because the husband is not 


substantial 


planning a quick get-away or any get- 
away at all. He plans to and does con- 
tinue to support his wife, and in proper 
style. She receives her trust income, in- 
vests it, gives it to charity or loses it at 
the track; in short, she does everything 
with it but use it for support. Because 
the trust instrument recited that the in- 
come was to be paid for the support and 
maintenance of the wife, however, it is 
relatively clear that the corpus of the 
trust is still a part of the husband's es- 
tate for federal death-tax purposes.! By 
the same token the trust income.will be 
charged to the husband for income tax 


purposes? although, since the split-in- 
come era dawned in 1948, that cross is 
one he can bear. 

On the other hand, consider a plan 


described modestly by one of the pub- 
lishing houses as a “tax bombshell.” The 
bombshell literature titillates the curios- 
ity on “How to Reduce Taxes by Divid- 
ing Income Among the Family.” One of 
the techniques “lets a man with a son 
in college (who costs him, say $2,500 a 
year) provide income directly to his son 
and in this way save more in taxes than 
the whole $2,500 a year.” Presumably 
one enters this fiscal bomb shelter by 
way of a Clifford type of trust, or other 
transfer of income-producing property, 
which carefully avoids the phrase “for 
his support and maintenance” and prob- 
ably any other directions as to expendi- 
ture. By this verbal economy the father 
is enabled, apparently, to discharge his 
societal, and it well may be his legal, 
obligation to send his boy to college— 
without paying his kind of tax rate on 
the money so used. 

The extent to which family income- 
splitting devices not expressly directed 
for support are being used to meet fam- 
ily expenditures—and the resultant tax- 
saving or revenue loss—may not be 
known. Widespread preoccupation with 
gifts to minors, family partnerships and 
family trusts suggests that it is not in- 


considerable. It is difficult to believe that 
taxation of the family should be sub- 
stantially affected by the presence or ab- 
sence in a trust instrument, or any other 
transfer document, of the phrase “for 
support and maintenance.” 


The ground rules on support trusts 


The case of the unhappy decedent 
whose trust for his wife was, literally at 
least, for her support and maintenance, 
illustrates one of the situations where 
federal estate tax liability hinges on the 
support obligation. To sustain inclusion 
of such a trust in the decedent’s estate, 
the theory adopted is that satisfaction of 
one’s obligation is merely a method for 
indirect or constructive receipt. It is as 
though the income were first paid to the 
grantor and then used by him to dis- 
charge his obligation to support the fam- 
ily dependent. Thus a trust for support 
of one’s dependent is regarded as in sub- 
stance a reserved life-estate trust, the 
corpus being includible in the gross es- 
tate. Even though the trust income will 
not actually be used to defray the sup- 
port costs, such a trust is included in the 
grantor’s estate on the ground that the 
decedent at least retained a right to 
direct the income to the satisfaction of 
his support obligation (by not making 
other funds available); that is enough 
under the statute.3 In contrast, if a 
wholly-discretionary power to devote the 
trust income to support of a dependent 
or to accumulate the income is vested in 
another person, the cases seem to hold 
that such a trust is beyond the reach of 
the estate tax,* crippled as it is by ab- 
sence of any explicit provisions dealing 
with third-party powers. 

Another estate tax context in which 
the family-support obligation assumes 
importance is in connection with the 
Lifetime 
transfers includible in the gross estate by 


concept of “consideration.” 


reason of the grantor’s retention of some 
taxable string, such as a reserved life es- 
tate, are exempt if the transfer is fully 
supported by a consideration in money 
or money’s worth. The theory of the 
statute is fairly apparent. Lifetime trans- 
fers that serve as testamentary substi- 


1 The case stated is substantially that of Commis- 
sioner v. Estate of A. S. Dwight, 205 F.2d 298 
(2d Cir.), cert. denied, 346 U.S. 871 (1953). 

2 Helvering v. Stuart, 317 U.S. 154 (1942). 

8To this effect is Helvering v. Mercantile Com- 
merce Bank and Trust Co., 111 F.2d 224 (8th 
Cir.), cert. denied, 310 U.S. 654 (1940). 
‘Commissioner v. Douglass’ Estate, 143 F.2d 
861 (3d Cir. 1944), held the grantor nontaxable 
on a discretionary trust for support of his minor 
children. 

5 Section 2516 of the Code provides that there is 
exempted from gift tax all transfers to either 
spouse “in settlement of his or her marital or 
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tutes should be included in the gross 
estate to protect against depletion of the 
tax base. On the other hand, lifetime 
transfers for value do not deplete the 
prospective estate tax base. Such trans- 
fers should not therefore be subject to 
estate taxation, and the statute so pro- 
vides. On the same theory, claims against 
the estate, another potential avenue for 
depleting the tax base, are deductible 
under Section 2053 only if they are sup- 
ported by a valuable consideration. Simi- 
larly, since the function of the gift tax 
is to backstop the estate tax and levy a 
toll on lifetime estate-depleting trans- 
fers, only those lifetime transfers not 
supported by a valuable consideration 
need be subjected to the gift tax. 

Inasmuch as expenditures for family 
support would necessarily be made in 
normal course and the potential estate 
would in no event include amounts so 
expended, the Treasury and the courts 
properly regard a transfer to satisfy the 
support obligation as a nondepleting 
transfer—in short, as one supported by a 
valuable consideration. 

Of course, if only the income from 
the transferred property is dedicated to 
the support of dependents and there is 
no other consideration for the transfer 
of the corpus, then the support of the 
dependents is still a use of the income 
by the grantor. The fact that he gets his 
money’s worth out of the income will 
not relieve the corpus from taxability as 
a reserved life-estate transfer. Where the 
transfer, in terms of value, is fully cov- 
ered by the value of the support obliga- 
tion, however, the case is quite different. 
Amounts so transferred are not subject 
to gift or estate tax, and claims based on 
a commitment to make such transfers 
are deductible. So it is that, for both es- 
tate and gift tax purposes, transfers un- 
der divorce settlements for support of 
family dependents are transfers for a 
valuable consideration—to the extent 
the transfer is chargeable to the support 
obligation. Under the 1954 Code, a 
broader dispensation is given for gift 
tax purposes to property transfers to the 
divorced spouse, but the new provision 
probably does not change the law on the 


property rights” if made under a written settle- 
ment agreement followed by divorce within two 
years. 

® Douglas v. Willcuts, 296 U.S. 1 (1935). 

7 Helvering v. Stuart, 317 U.S. 154 (1942). 

7a Editorial note: See, however, Moorhead, 
4JTAX 330, “Are we so sure a nongrantor 
trustee is taxable in a support trust’’? 

® Mallinckrodt v. Nunan, 146 F.241 (8th Cir. 
1945), cert. denied, 324 U.S. 871 (1946). 

®° There are some troublesome defects in drafts- 
manship of Section 678 moted by several com- 
mentators. 

te 296 U.S. 1 (1935). 


tax consequences of transfers to support 
dependent children.5 

From this brief review, it is apparent 
that in the field of estate and gift taxa- 
tion, the family-support obligation is 
assigned a significant role in protecting 
the tax base. The assigned role with the 
income tax is even more important. 
Support trust and income tax base 

If a grantor sets up a trust to pay the 
income to his family dependents for 
their support and maintenance, the in- 
come is regarded as the income of the 
grantor, taxable to him on substantially 
the reserved life-estate theory of the es- 
tate tax.6 If the grantor invests the trus- 
tee (who may be the grantor) with dis- 
cretion to pay out for support or to 
accumulate, then only such amounts as 
are actually spent for support of depen- 
dents will be taxed to the grantor. This 
is the substance of Section 677(b), a sin- 
gularly important principle, and repre- 
sents the Congressional wing-clipping 
following the Stuart case.7 That decision 
held the father-grantor taxable on all 
the income of a discretionary support 
trust because of the theoretical possibil- 
ity that all might be needed for support, 
though none was in fact. Section 677(b) 
which now limits grantor’s taxability in 
such a trust to the income actually spent 
on support stands as something of an 
anomaly, but a sensible one. Under this 
section, the grantor of a trust, as trustee, 
may each year choose whether to subject 
himself to income tax liability by spend- 
ing or not spending trust income for his 
dependents’ support. This optional pass 
play is seemingly available only if the 
grantor has the option in a_ trustee’s 
capacity. 

There are support trusts of a very 
different sort, of course, where the gran- 
tor is under no legal and perhaps no 
societal duty to support the beneficiaries. 
These beneficiaries, his grandchildren, 
nieces and nephews or sons of old drink- 
ing companions, however, may be some- 
body else’s dependents. Does this some- 
body else, the parent of the child bene- 
ficiary, receive taxable income from the 
support of the child by this mandatory 
support trust set up by another? In a 
sense, of course, the trust income dis- 
charges the parent’s support obligation, 
and for that reason perhaps the parent 
might be tcgarded as the trust benefici- 
ary for income tax purposes. The case 
law prior to the 1954 Code, however, 
certainly indicated nontaxability on the 
part of such a parent. 
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A somewhat curious and not too skill- 
fully drafted innovation in the 1954 
Code has, however, at least muddied the 
water with respect to the liability of the 
nongrantor of the mandatory support 
trust. The innovation is found in Sec. 
tion 678(c); it deals explicitly with the 
income tax liability of a nongrantor 
trustee who has discretion to use the 
trust income for the support of his own 
dependents. Under what the committee 
report gaily describes as a “liberalizing 
provision,” income in fact devoted by 
the trustee to support of his dependent 
under a discretionary power is taxable 
to him.™ This distinctly nonliberalizing 
provision applying to the Malinckrodt,8 
“it’s-your-income-if-you-can-take-it,” prin- 
ciple to the non-grantor-discretionary- 
support trust raises a number of ques- 
tions. Among them is the question of 
whether a mandatory support trust may 
not after all generate taxable income to 
nongrantors responsible for support of 
their dependents—the ostensible benefi- 
ciaries of the trust. 

Before comments are offered on that 
question and other questions relevant to 
support trusts as well as to trusts and 
other family income arrangements not 
so conditioned, it is appropriate to give 
some consideration to the nature of the 
obligation of support on which so many 
significant income, estate and gift tax 
liabilities depend. When the taxability 
of trust income hinges on the obliga- 
tion of support, what is the nature of 
the measuring rod? Is this an area where 
the local law of domestic relations is in- 
corporated by reference into the federal 
tax system or is there a federal concept 
of the support obligation for tax pur- 
poses? 


Does local or federal law govern? 


The only significant references to the 
obligation of support found in the Code 
appear in Sections 677(b) and 678(c). 
They refer to persons whom the tax- 
payer “is legally obligated to support 
and maintain” and limit tax liability to 
trust income “so applied.” This lan- 
guage does lend support to the notion 
that it is the local-law obligation of sup- 
port that is to be the point of reference 
and the generator of federal income tax 
liability. Some further support for this 
view comes from the landmark cases 
using the “satisfaction-of-the-obligation- 
of-support” theory to saddle mandatory- 
support-trust grantors with income tax 
liability and defeat these potential fam- 
ily income-splitting devices. Notable 
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among these cases was Douglas v. Will- 
cuts!0 where the husband was taxed on 
the income from an alimony trust. In the 
course of the opinion for the Court, 
Chief Justice Hughes noted that “the 
general obligation to support . . . is 
made specific by the decree”; he then 
analogized the alimony trust designed to 
meet this specific obligation to any ar- 
rangement designed to devote income to 
the discharge of “a debt or other obliga- 
tion.” 

On the facts of Douglas v. Willcuts, 
application of the debt-payment princi- 
ple was certainly appropriate and ade- 
quate for the occasion. This principle 
is not wholly appropriate or adequate, 
however, in the case of a trust for sup- 
port if there has been no liquidation of 
the legal obligation. Nevertheless, the 
cases dealing with such trusts, where the 
support obligation is open-ended and 
unliquidated, purport to be an applica- 
tion of the same principle. Thus it is 
not surprising to find intimations in the 
grantor-support trust cases to the effect 
that the income taxable to the grantor 
is limited to that amount chargeable to 
the under the 
local law. Although this is a perfectly 
logical and technically elegant corollary 
of the debt-satisfaction theory of Doug- 


obligation of support 


las v. Willcuts, as a guiding principle 
for taxation of the family it is deficient 
in several critical respects. 

The function, or at least the poten- 
tial function, of the family-support obli- 
gation in federal taxation must be to 
preserve the economic unity of the fam- 
ily and thus protect the progressive rate 
structures of income and transfer taxes 
designed to 
tax purposes 


against divisive schemes 


splinter the family—for 
only. To refer to a local-law rule for this 
Federal purpose is to ensure failure. 
Perhaps the outstanding characteristic 
of the local family-support obligation 
is its nonuniformity, its variation from 


State to state. 


State rules on support trusts 

Some states ostensibly still follow the 
common law and impose on the husband 
alone the obligation to supply only the 
and 
minor children. In other states family- 


“necessities” for his spouse his 


expense statutes may impose a some- 
what broader but largely undefined obli- 
gation on the husband for expenses of 
the family, including education. Under 
many of these statutes the wife is also 
subject to liability for the family ex- 


penses. Whether this is a true joint li- 


March 1957 


ability or is rather a secondary liability 
for protection of creditors may vary 
from state to state. The periods of 
minority and the techniques by which 
the minor may prematurely achieve ma- 
jority also vary from state to state. In 
Illinois, girls mature at 18—according to 
the statute—but boys linger in minority 
for 21 years. Marriage, or an exodus 
from the home for employment, may 
effect an emancipation for the minor. 
In a number of states, but by no means 
all, additional statutes impose some obli- 
gation to support certain relatives out- 
side the immediate family. Ordinarily 
conditioned on ability to pay, the obli- 
gation to support relatives may be lim- 
ited to a subsistence level for the indi- 
gent relative so that he will not become 
a public charge. 

The fact is that there is little or no 
local law of a definitive nature on the 
subject of the nature or extent of the 
family-support obligation while the fam- 
ily is united. It is probably fair to say, 
and it certainly has the merit of ortho- 
doxy, that there is a legal obligation of 
a sort. But the extent to which creditors 
will be protected under the common- 
law “necessities” doctrine or family-ex- 
pense statutes or even the dimensions of 
the support obligation when the family 
is broken by separation or divorce sheds 
little or no light on the nature or extent 
of the obligation while the family is liv- 
ing as a family in happy association. 

Of course, in cases involving transfers 
for support incident to divorce or separ- 
ate maintenance, the courts do exercise 
authority; the standards 
nounced in such cases, vague as they 


some an- 
may be, can serve as an appropriate 
reference in determining, especially for 
estate and gift tax purposes, whether the 
transfer for support is really what it 
claims to be. What is important to the 
present subject, the taxation of the fam- 
ily united, is recognition that the duty 
to support the integrated family is a 
curious sort of unliquidated obligation 
which in its nature and extent is more 
societal and moral than legally enforce- 
able. 

The tax cases that have considered the 
matter do recognize the facts of life. Al- 
though they pay lip service to the debt- 
payment theory of Douglas v. Willcuts, 
they charge the grantor with his own 
decision on what is needed for family 
support and tax him on all trust income 
so earmarked. This, of course, is a long 
step in the direction of recognition that 
support trusts generate taxable income 


under Section 61 not on the debt-pay- 
ment theory but by the discharge of the 
grantor’s societal obligation of family 
support. Further steps by the Treasury 
and the courts on the family-support 
front are required, however, if the pro- 
gressive rate structure is to be evenly 
applied. 


Splitting income for family support 

The real problem, of course, is broad- 
er than the problem of the support trust 
alone. It is the problem of whether it is 
possible, under the present Code, to re- 
quire from families enjoying equivalent 
incomes payment of equivalent taxes to 
the federal Treasury without regard to 
the local-law income-splitting devices 
they may or may not have employed. 
It is well to recall, in this connection, 
that it was discrimination in the taxa- 
tion of married couples in the separate- 
property states as compared with those 
in the community-property states (on the 
basis of a local law income-split) that 
finally brought about the federal split- 
income provisions of the Revenue Act 
of 1948. 

Recognition of husband and wife as a 
unit for income tax purposes has not, 
however, fully guaranteed equity for all 
married couples. Where there are chil- 
dren and substantial family income in 
combination, there is likely to be resort 
to all of the old local-law devices for 
sliding down the progressive rate sched- 
ule by using income-splitting family 
trusts for children, family partnerships 
with children, family corporations with 
child stockholders and other intrafamily 
“gifts” to children of income-producing 
property.11 All these “gifts” share in 
common the fact that, while ownership 
of the resulting income may be altered 
under the local law of property, the 
family-expenditure pattern need not be. 


Proposals to equalize tax on families 


To even-handed taxation of 
the family and to take the joy out of 
income-splitting with children, several 
proposals have been advanced. One al- 
ternative would simply apply to children 
the tax split-computation system used so 
successfully with husband and wife. Un- 
der this approach, the family income 
would be aggregated and then divided 
by the number in the family to find the 


ensure 


1 See Surrey, Family Income and Federal Taxa- 
tion, 24 Taxes 980 (1946), from whence the 
“sliding down” phrase was pirated. 

12 Helvering v. Clifford, 309 U.S. 331, 334 (1940). 
It is in this opinion that the Court also empha- 
sized that §61 (Int. Rev. Code of 1939, §22(a), 
52 Stat. 457), adopts the broadest permissible 
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applicable tax rates. A certain measure 
of enthusiasm for this proposal can be 
expected from those with large families. 
Unfortunately, the resulting discrimina- 
tion against the small family, the child- 
less couple or the bachelor would be 
substantially worse than under the pres- 
ent system. Perhaps this could be cured 
with some fractional approach, such as 
sawing the children in half, or with 
special rate tables for different-sized 
families. The threatened complexity of 
such a system, however, makes this alter- 
native an unlikely prospect. 

Another approach with somewhat 
greater promise is compulsory inclusion 
of the children’s income in the parents’ 
return with some provision, perhaps, for 
apportionment of the resulting tax lia- 
bility. Although this would fully equate 
families with equivalent income, it prob- 
ably carries equality beyond equity. 
Chere is certainly little reason, in the 
name of prevention of tax avoidance 
within the family, for requiring inclu- 
sion of the child’s own earnings or of 
income from property not originally 
owned by the parent. A 1947 Treasury 
study on the subject recognized that 
compulsory inclusion of the children’s 
income could properly be limited to in- 
come from property originally owned by 
the parents. One further modification 
of this approach would, it is believed, 
make it both feasible and digestible, if 
not palatable. When Congress, in re- 
action against the Stuart decision adopt- 
ed what is now Section 677(b), taxing 
the grantor of a discretionary trust for 
support of his dependents only on in- 
come so expended, something significant 
was added to the Code—a legislative re- 
jection of the idea that the mere possi- 
bility of defraying family expenses with 
income from property originally owned 
by the grantor was enough to impose 
tax liability. 

Chis stands as a major policy decision 
that funds not needed for family ex- 
penses can, at least, if placed in trust, be 
accumulated on a separate tax base for 
other eventual economic units—the bene- 
ficiaries. There is something to be said 
for this legislative decision. The unity 
of the family for tax purposes, standing 
alone, is after all only a phrase. The 
critical matter is the definition of the 
unifying principle. It is certainly de- 
definition of income. To similar effect is Douglas 


Willeuts, 296 U.S. 1 (1935), and Helvering v. 
Stuart, 317 U.S. 154 (1942). See generally Rice, 


Judicial Trends in Gratuitous Assignments to 


Avoid Federal Income Taxes, 64 YALE L.J. 991 
(1955). 


> Helvering v. Clifford, 309 U.S. 331, 335 (1940). 


fensible to define the tax unit in terms 
of the family dependency or expenditure 
pattern and to adopt a tax policy favor- 
ing accumulation of funds for successive 
family units. That, in any case, is what 
Congress has done in Section 677(b). 

If the policy embraced in that section 
is to be respected, then in arriving at 
the income tax base for husbands and 
wives there should be added only that 
income from property originally owned 
by them which is now in fact being de- 
voted to the support of the family. 
(Whether there should also be included 
income from other sources if used for 
family support as presently indicated by 
Section 678(c) is not clear and probably 
not so important.) The significant point 
is that the obligation of family support 
is now seen as the key to solution of the 
problems of income-splitting within the 
family and, by the same token, as the 
device by which families in essentially 
the same economic circumstances can be 
treated alike for federal income tax pur- 
poses. 


The need for a taxable-income concept 


If this approach to taxation of the 
family had to await legislation, the wait 
might be long indeed. There is no geo- 
graphic discrimination in the present 
situation and, equally important, there 
is now no proposal to use tax-cutting as 
the means for elimination of discrimina- 
tion. Fortunately, institution of an even- 
handed system for taxation of family 
income may not require legislation. 
What is required is a relatively-modest 
development in the concept of taxable 
income for purposes of Section 61 of 
the Code. 

To put the question simply, are par- 
ents in receipt of taxable income when 
their family-support obligation is met 
with income from property originally 
owned by them and transferred by gift 
within the family circle to their minor 
children? It should be plain that this is 
not a question of dominion or contrc! 
over a trust within the meaning of Sec- 
tion 671, and hence the question is not 
excluded from the broad sweep of Sec- 
tion 61. The question goes far beyond 
trusts and embraces all types of family 
income-splitting devices. Consequently, 
the fact that the split income may or 
may not come from a trust which passes 
muster under Sections 673 through 676 
is not significant. These so-called “Clif- 
ford” provisions spell out in detail what 
is meant by dominion and control in the 
trust field. Retention of a short term re- 
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[Mr. Pedrick is Professor of Law at 
Northwestern University. He was for- 
merly Special Assistant to the Attorney 
General, Tax Division, Department of 
Justice. He also served as Consultant 
to the U. 8. Economic Stabilizer during 
World War II. This article is based on 
a paper originally published in the 
Northwestern University Law Review. 
The original article can be secured from 
the business office of that publication.| 


versionary interest, certain powers to 
change beneficial interests and bandit 
type powers of administration will cause 
the grantor to be regarded as the ‘“‘own- 
er” of the trust, taxable on the trust 
income. No distinction is made in these 
sections based on the family rela:ionship 
between income recipient and grantor. 
It is significant that under Section 674(d) 
a power to allocate as between benefici- 
aries in accordance with a standard is a 
nontaxable power only if lodged in 
someone other than the grantor or his 
spouse, thus assimilating the spouses as 
concerns this type of power. Congress 
has carefully left open for administra- 
tive and judicial determination the sig- 
nificance under Section 61 of the soli- 
darity and unity of the family, the domi- 
nant role and responsibility of the par- 
ents, their legal and societal obligation 
to support their children, and the satis- 
faction of that obligation with income 
from property originally owned by them 
and retained within the family circle by 
gifts to their minor children. 

In employing what is now Section 61 
against a variety of income-splitting de- 
vices, the landmark Supreme Court de- 
cisions have emphasized that the section 
should be interpreted in the broadest 
fashion as a Congressional mandate to 
go as far as the Constitution permits in 
developing a federal concept of taxable 
income to preserve the integrity of the 
graduated rate structure “against the 
legal paraphernalia 


which inventive 


genius may construct as a refuge from 
surtaxes. . . .’'12 

In this connection it is well to recall 
the emphasis the Court has placed on 
the necessity for preserving the family 
as a tax unit. In the familiar Clifford 
decision,13 for example, the Court in 
holding the grantor-trustee of a short- 
term family trust taxable on the trust 
income warned that “. . . where the 
grantor is the trustee and the benefici- 
aries are members of his family group, 
special scrutiny of the arrangement is 
necessary lest what is in reality but one 
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economic unit be multiplied into two or 
more by devices which, though valid 
under state law, are not conclusive so 
far as [Section 6la] is concerned.” 

Though it is true that the Clifford 
Regulations and their codified success- 
ors in Sections 673 through 675 are not 
directed to the significance of retention 
of income within the family unit, the 
important fact is that the Court in the 
Clifford case did adopt a broad defini- 
tion of taxable income under Section 61 
to preserve the family unit as the income 
tax base against schemes which did not 
in economic fact or practice really divide 
the family income. 

Again in the family-partnership liti- 
gation, notably in the Tower case,!4 the 
Court emphasized the fact in that case 
that “. .. the wife drew on income which 
the partnership books attributed to her 
only for the purpose of buying and pay- 
ing for the type of things she had 
bought for herself, home and family be- 
fore the partnership was framed. Con- 
sequently the result of the partnership 
was a mere paper reallocation of income 
among family members.” 

More recently, in the intrafamily li- 
cense-assignment case of Commissioner 
v. Sunnen,15 the Court in denying tax 
significance to the assignments observed 
that “there is absent any indication that 
the transfer of the contracts effected any 
substantial change in the taxpayer’s eco- 
nomic status. Despite the assignments, 
the license contracts and the royalty pay- 
thereunder 
within the taxpayer’s intimate family 


ments accruing remained 
group. He was able to enjoy at least 
indirectly the benefits received by his 
wife.” 

Stuart 
and the later family-partnership decision 
in Culbertson17 we know, of course, that 
the family relationship alone is not a 


From the family-trust case16 
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basis for attributing income to the par- 
ents. When the transferred property is 
retained within the family and the in- 
come is used to meet’ the family ex- 
penses, however, the case is a different 
one and the Court certainly has indi- 
cated a disposition to disregard such de- 
vices. It is regrettable that the lower 
courts have been more easily impressed 
by the elegance of some of the devices. 

In any consideration of Supreme 
Court cases bearing on the question of 
income generation by satisfaction of the 
family-support obligation, consideration 
must be given not only to cases arising 
directly under Section 61, but also to 
Burnet v. Wells,18 sustaining the consti- 
tutionality of what is now Section 677(a) 
(3), which taxes income of funded in- 
surance trusts to the insured grantor. 
Since, as the Court has often said, the 
definition of gross income under Section 
61 is as broad as the Constitution per- 
mits, this constitutional decision is high- 
ly significant on the broad question of 
whether income from transferred prop- 
erty which is used for family support is 
the taxable income of the parent trans- 
feror. In an opinion for a unanimous 
Court, Mr. Justice Cardozo emphasized 
that an insurance trust to pay premiums 
on insurance on the life of the grantor 
is a method of discharging a “pressing 
social duty” and held such income prop- 
erly could be charged to the grantor— 
though he had no further ownership or 
control over it. In so deciding, the Court 
distinguished the case from one where 
“the income of a fund, though payable 
to the wife or son may be expended by 
the beneficiaries without restraint, may 
be given away or squandered, the found- 
er of the trust doing nothing to impose 
his will the The opinion 
then continued: “There is no occasion 
at this time to mark the applicable prin- 
ciple for those and other cases. The rela- 
tion between the parties, the tendency 
of the transfer to give relief from obli- 
gations that are recognized as binding 
by normal men and women will be facts 
to be considered.” That, in an extraor- 
dinary example of judicial insight, is the 
question now critical to the taxation of 
family income. 


upon use.” 


The later Supreme Court cases have 
strengthened the emphasis on the eco- 
nomic unity of the family and the satis- 
faction of family needs as significant fac- 
tors in this area of family income-split- 
ting devices. The Revenue Act of 1948, 
in its legislative recognition of husband 
and wife as an economic unit for tax 


purposes, calls for preservation of this 
unit as the proper tax base for family 
income. The post-Stuart legislation of 
1942 exempting grantors of certain dis- 
cretionary-support trusts except for in- 
come actually used for support should 
certainly be accepted as more than a 
rule for trusts alone. If a taxpayer can 
provide for discretionary accumulations 
for minor children free from personal 
income tax liability under Section 
677(b), surely he should not be taxed on 
accumulating income from _ property 
outright to his child. Section 
677(b) must be accepted as a gloss on 
Section 61 and a confirmation of Mr. 
Justice Cardozo’s instinct in Burnet v. 
Wells. 

On the other hand, to tax the parent- 
grantor on trust income used for sup- 
port of his dependents at the discretion 
of an outside trustee or third person, as 
required by Section 677(b), surely makes 
no sense unless nontrust transfers are 
similarly taxed. Thus, if income from 
the parent’s outright gift to the child is 
spent for family support in the “discre- 
tion” of the child, under the ever-pres- 
ent supervisory authority of the parent, 
such income should be taxable to the 
parent under Section 61—if there is to be 
any coherence in the system. 

Significantly, in its family-partnership 
Regulations, the Treasury has in fact 
adopted in substance the interpretation 
of Section 61 here advocated. On the 
subject of family partnerships with 
minor children not in trust, the Regula- 
tions provide that “the use of the child's 
property or 


given 


income for support for 
which the parent is legally responsible 
will be considered a use for the parent's 
benefit.”19 This, it is the 
shape of things to come—as an expanded 
definition of taxable income under Sec- 
tion 61. If a gift of a capital interest in 
a partnership to a minor child leaves the 
parent still taxable on income spent for 
support of the child, if a gift in trust to 
a minor child of income-producing prop- 
erty subjects the parent to tax on the 
income spent for the support of the 
child under the authority of the trust, 
then it should be recognized that Sec- 
tion 61 can reach 


is believed, 


any arrangement, 
formal or informal, by which income 


™ Commissioner v. Tower, 327 U.S. 280, 291-92 
46 


(19. ° 

1° 333 U.S. 591, 610 (1948). 

16 Helvering v. Stuart, 317 U.S. 154. 168 (1942). 
17 Commissioner v. Culbertson, 337 U.S. 733, 746 
(1949). 

18 289 U.S. 670 (1933). 

19 Proposed U.S. Treas. Reg. 
(viii). This carries forward 
from the prior U.S. Treas. 
(b) (8). 


§1.708-1(3) (2) 
identical language 
Reg. 118, §39.191-1 








om A oe COP 


f this 
family 
on of 
in dis- 
or in- 
should 
han a 
er can 
ations 
rsonal 
ection 
‘ed on 
operty 
ection 
ss ON 
f Mr. 


net v. 


yarent- 
r sup- 
retion 
On, as 
makes 
rs are 
from 
hild is 
discre- 
T-pres- 
parent, 
to the 


s to be 


ership 
n fact 
‘tation 
in the 
with 
egula- 
child’s 
rt for 
»ynsible 
arent’s 
is the 
randed 
er Sec- 
rest in 
ves the 
ent for 
rust to 
y prop- 
yn the 
of the 
trust, 
it Sec- 
ement, 


ncome 


291-92 


(1942). 


733, 746 


1(3) (2) 
anguage 
'39.191-1 


from property originally owned by the 
parents is applied within the intimacy 
of the family circle to the support of the 
family. 


Conclusion 


The approach to the taxation of fam- 
ily income offered here is not presented 
as a full-blown or definitive treatment 
of the subject. It is intended to be pro- 
vocative—and may be. It is the thesis of 
this analysis that the history of litiga- 


tion, legislation and administration over 
the past 20 years has developed the con- 
cept of taxable income and its relation 
to the family-support obligation to the 
point where only a short step remains 
to achieve a fair and equitable system 
for taxation of family income. 

Whether the Treasury and the courts 
will take the step remains to be seen. 
The possibility is doubtless enough to 
give some doughty tax-planners some 
sleepless, tossing nights—as well it should. 


Doctorate required to hold job; but cost 


of additional schooling isn’t deductible 


ig, eeeoseege: ONE CAN’T dwell in the 
+ \ groves académe (collegiate planta- 
tion) without the sacred Ph.D., and the 
cost of the passport must come from the 
meager after-tax wage prevailing there. 
That was the Tax Court holding in 
Varlor, a case dealing with a speech 
tutor in Queens College, New York. 

Che facts and conclusions as set forth 
by the Tax Court show that Marlor was 
appointed a tutor in September 1950 
with an annual stipend of $3,300. He 
was informed by the Chairman of the 
Speech Department of the college prior 
to his appointment that he would not be 
recommended for reappointment unless 
he could demonstrate that he was mak- 
ing substantial progress toward the at- 
tainment of a doctoral degree. 

It was thus necessary for the petitioner 
to pursue graduate study at once toward 
a doctoral degree, in order to be eligible 
for a permanent position and to be re- 
appointed meanwhile in the temporary 
or “probational” post of tutor. 

His employment as a tutor continued 
during 1952. , 

He deducted $729.21 on his 1952 re- 
turn “as necessary expenses incurred in 
order to retain his position as tutor.” 

lhe Commissioner, in determining the 
deficiency, disallowed that deduction 
and explained “the sum of $729.21 
claimed as a deduction in connection 
with obtaining a doctorate degree is not 
allowable.” The Tax Court said. 


The majority opinion 


It is obvious from the stipulation that 
the college was seeking, through the em- 
ployment of tutors on a temporary or 
probationary term only, men who would 
qualify themselves for permanent status 


through advancement to the _ higher 
teaching ranks and the college would 
not reappoint for a second year tutors 
who lacked the ambition or the stability 
to continue their education to that ex- 
tent. The petitioner was aware of this 
policy when he accepted the employ- 
ment. He could make his temporary em- 
ployment permanent only by qualifying 
for higher rank. The fair inference is 
that he honestly and unequivocally un- 
dertook to pursue his education to the 
extent expected and required in order 
to qualify for higher rank and _ thus 
achieve permanent employment. He 
could not merely “retain” his position 
as tutor, even for a second year, with- 
out, at the same time, continuing his 
education further to make himself eli- 
gible for the next higher rank of in- 
structor. 

The expense of continuing, expand- 
ing and increasing one’s education by 
pursuing a higher academic degree is 
nondeductible personal expense under 
Section 24(a)(1). Education of this kind 
is personal and its cost is not a deducti- 
ble expense of this petitioner any more 
than would be the cost of fattening him- 
self if he were too thin physically in- 
stead of intellectually. This man was 
apparently just starting up the ladder 
to his ultimate goal, he was expected to 
try to become eligible for a permanent 
position and is not allowed under any 
provision of Section 23 to deduct the 
expense of completing his formal edu- 
cation. This case is like Robert M. 
Kamins, 25 TC 1238, and is unlike Hill 
127 TC No. 70. 


2 'Expenses incurred by a teacher in attending 
school were allowed on the ground that attend- 
ance was undertaken essentially to quality for 
renewal of taxpayer's certificate as a teacher. 


u 
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v. Commissioner, 181 F2d 906, rev’g 13 
TC 291.2 

The decision was reviewed by the 
court. 


Dissent by three judges 

The expenses incurred by petitioner 
had a dual objective. On the one hand, 
the attainment of the doctorate was 
necessary in order to qualify for ap- 
pointment to the permanent staff, and 
I assume, arguendo, that if such were 
the only purpose, the expenses would 
not be deductible any more than educa- 
tional expenses generally that are in- 
curred by one who is preparing for his 
profession or calling in life. On the 
other hand, petitioner's work toward his 
doctorate had a much more immediate 
objective. He held a temporary appoint- 
ment as a tutor and it was made clear to 
him that it was necessary for him to 
make substantial progress toward the 
doctorate in order to retain his position 
as tutor. In short, the expenses incurred 
by petitioner were necessary in order to 
earn the very income which the Com- 
missioner seeks to tax. I find it very dif- 
ficult to see why such expenses do not 
qualify as “ordinary and necessary” busi- 
ness expenses. Petitioner's position is 
supported by Hill v. Commissioner, 
which is not satisfactorily distinguished 
in the majority opinion. * 


New employees often suffer 
tax bite on moving expenses 


One RESULT of the shortage of engineers, 
scientists and technical personnel is the 
jump in the extras an employer will pay 
to hire a new man. A good prospect is 
not only invited to come, perhaps across 
the country at company expense, for in- 
terviews, etc., but nowadays he’s also in- 
vited to bring his wife to look over near- 
by residential areas. A job hunter’s wife 
we know has just had several delightful 
trips. 

Of course, if the prospect accepts the 
position the company will pay his mov- 
ing costs. Since this payment is income 
to the newly hired employee, many com- 
panies pay the tax on that additional in- 
come. The employee then has no out-of- 
pocket costs in effecting the transition 
from one firm to the other. 

If the employer is moving an old em- 
ployee, that employee receives no in- 
come. That move, when it is for the con- 
venience of the employer, is nontaxable. 
But if the employee receives more than 
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the cost of moving, that excess is income. 
And if the employee requests the move, 
and the move is primarily for his bene- 
fit, rather than the corporation’s, the 
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reimbursement for the cost of moving 
is income to the employee. 

Moral: it saves individual taxes to be 
on the payroll before you move. 


Lawyer’s club expenses disallowed; 


Sutter rule invoked; how much for client? 


7 A professional 
money that 


partly to business entertaining and part- 


man spends 
may be attributable 
ly to his own normal living expenses, he 
faces a tough job of convincing the IRS 
that he should be allowed to deduct all 
of it. Ever since the Sutter decision was 
handed down by the Tax Court (21 TC 
170), practitioners have warned that if 
the IRS and the courts followed it liter- 
ally, or applied it strictly, the burden 
of proving deductibility of entertain- 
ment expenses would be much heavier. 
John Scott, a Cleveland lawyer, found 
this out. His experience ought to be 
taken to heart by every professional 
man, for in this area perhaps more than 
most, good and convincing records are 
the difference between deductibility and, 
as one lawyer said, of cutting George 
Humphrey in on the lunch. 


The Tax Court disallows 


that all the 
he expended at the 
Cleveland Athletic 
entertainment and promotion expenses. 
He testified that at least 85% 
practice is derived from his association 


Petitioner claimed 


amounts which 


Club were business 
of his legal 


with persons he has met at the club. We 
have no reason to doubt that this is so. 
Nor do we doubt that a large part of the 
amounts expended were for the purpose 
of entertaining clients or for otherwise 
furthering his business interests. On the 
other hand, he testified that he ate lunch 
at the club every day he was in town, 
but that he did not entertain on each 
such occasion, and that he bowled there 
once each week. He has not adduced 
evidence upon which we can find what 
portion of the expenditures was for busi- 
ness purposes and what portion consti- 
tuted the cost of the petitioner’s meals 
and entertainment which are _necessar- 
ily personal in nature... .. / As stated in 
Richard A. Sutter, 21 TC 170: 

“When a taxpayer in the course of 
supplying food or entertainment or 
making other outlays customarily re- 
garded as ordinary and necessary in- 


cludes an amount attributable to him- 
self or his family, such as the payment 
for his own meals, 'is that portion of the 
expenditure an ordinary and necessary 
business expense on the one hand or a 
item on the 


nondeductible personal 


other? 


The general principle 


“Tt seems to us that while each situa- 
tion will of course be governed by its 
individual facts the general principle 
necessarily emerges somewhat as follows: 
The cost of meals, entertainment, and 
similar items for one’s self and one’s de- 
pendems, at least, if not incurred while 
away from home in the pursuit of one’s 





Divorce settlement payable within ten 
years; not alimony. Taxpayer was di- 
vorced from her husband on February 
8, 1945. A settlement agreement adopted 
in the decree provided for the payment 
of $87,000 “payable in periodic install- 
ments during a period ending more than 
ten years” later. Following the specific 
terms of the agreement, however, results 
in the lump sum being paid off in less 
than ten years. The court holds that the 
conflict in the agreement must be re- 
solved in favor of the specific provision 
over the general statement. The install- 
ments were not therefore taxable in- 
come to the taxpayer. Lehman, CA-7, 
12/12/56. 


Separation agreement incident to di- 
vorce four years later. In 1940 taxpayer 
and her husband entered into a separa- 
tion agreement providing for payments 
to her of $750 a month for life or until 
remarriage. The 


agreement specified 


that either party might institute an ac- 
tion for divorce. Four years later, the 
husband secured a French divorce de- 
cree which contained no reference to 
alimony or to the prior separation agree- 


New decisions affecting individuals 


business, see Section 23(a)(1)(A), Inter- 
nal Revenue Code, is ordinarily and by 
its very nature personal expenditures 
forbidden deduction by Section 24(a)(1). 
The presumption, no doubt rebuttable, 
must accordingly arise that such costs 
are nondeductible. In addition to the 
burden imposed by the necessity of over- 
coming respondent’s determination we 
think the presumptive nondeductibility 
of personal expenses may be overcome 
only by clear and detailed evidence as 
to each instance that the expenditure in 
question was different from or in excess 
of that which would have been made for 
the taxpayer’s personal purposes. Where 
such evidence is absent we conclude that 
even under the Cohan rule no amount 
whatever for such expenses may prop- 
erly be claimed.” 

Here the respondent has allowed one- 
half of the claimed expenditures as de- 
ductible business expenses. On the rec- 
ord before us we cannot find or hold 
that a greater proportion should be al- 
lowed. The respondent’s determination 
in this particular respect will not be 
disturbed. . 


ment. The agreement is neverthless held 
to be incident to the later divorce decree 
so that the monthly payments received 
by taxpayer after the divorce are tax- 
able to her as alimony. Taxpayer's 
failure to file returns reporting the in- 
come was found to be due to ignorance 
of the law which in and of itself did 
not establish reasonable cause. Penalties 


are imposed. Belaieff, TCM 1956-273. 


Child support payment identified; bal- 
ance deductible as alimony. A separa- 
tion agreement incident to a divorce 
provided that the wife receive periodic 
payments in varying amounts depending 
on whether the wife remarried or had 
custody of a minor child. She was to 
receive $50 less for any month the child 
was not in her custody. Even though one 
clause of the agreement provided that 
all payments were to cease upon the 
death of or the attainment of majority 
by the child, the court concludes that 
the agreement sufficiently earmarked $50 
of each monthly payment for child sup- 
port and permits the husband to deduct 
the balance as alimony. Morsman, 27 
TC No. 57. 
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Child support not deductible as alimony. 

\ separation agreement entered into by 
the taxpayer-husband and his former 
wife, whose tax case is consolidated with 
his, provided that upon remarriage of 
the wife the annual payments of $12,000 
were to cease, except that if the wife 
continued to retain custody of a minor 
child she was to receive $3,600. Of the 
$12,000 annual payment, $3,600 is held 
by the court to be identifiable as a 
child-support payment. It cannot be de- 
ducted by the husband as alimony, nor 
is it taxable to the ex-wife. Hirshon, 27 
rC No. 62. 


Separation agreement incident to a 
divorce secured 14 years later. Bernarr 
Macfadden married taxpayer in 1913. 
In 1932 they entered into a separation 
agreement which provided for payments 
in lieu of alimony and specifically re- 
ferred to a subsequent divorce action. 
\lthough he began divorce proceedings 
in 1933, actual divorce did not occur 
till years later, and then in a different 
suit. Taxpayer argued that the pay- 
ments she received under the 1931 agree- 
ment were not incident to the 1946 
divorce. The court holds that since 
divorce was contemplated at the time 
of the agreement, payments made there- 
under were “incident to” the subsequent 
divorce and were includible in the wife’s 
income as alimony. Macfadden, ‘TCM 
1956-287. 


Grandchildren are dependents but 
daughter-in-law is not. Taxpayer pro- 
vided a home for his wife, his son and 
daughter-in-law, and their two children. 
he son worked part of the year and 
made small contributions from time to 
time toward the household expenses. 
Che daughter-in-law also worked for 
part of the year but made no contribu- 
tions. On the evidence, the court holds 
taxpayer furnished over half the sup- 
port of the two grandchildren but not 
of the daughter-in-law. Hill, TCM 1956- 


286. 


Wife not a dependent too. Do you re- 
member the fine-spun arguments about 
whether the 1954 Code had a drafting 
error which would allow the regular 
exemption for a spouse plus another for 
the spouse as a dependent. The Com- 
missioner immediately said: no such 
thing. The court here agrees. Taxpayer 
filing a separate return claimed two 
exemptions for his wife. The court said 
the dependency definition must be read 


as part of the whole Code and inter- 
preted in accord with the intent of 
Congress, which clearly was to allow only 
one exemption. Dewsbury, Ct. Cls., 
12/5/56. 


Cost of Ph.D. a personal expense even 
if necessary to retain teaching job. A 
college tutor on temporary or probation- 
ary appointment could have secured 
permanent status only by qualifying for 
higher rank. To secure this higher rank, 
he was required to attain a doctorate 
degree. The expenses incurred toward 
pursuing this degree are held to be 
nondeductible educational expenses. 
Three judges dissented. [See comment, 
page 169. Ed.|. Marlor, 27 TC No. 70. 


House intended for sale used as resi- 
dence; loss on later sale disallowed. ‘Tax- 
payer started construction of a resi- 
dence, and when it was about 70% 
finished decided to offer the house for 
sale. He listed it with brokers who ad- 
vised him that it would be a good sell- 
ing point to have it occupied. Also fear- 
ing vandalism if left unoccupied, he and 
his family moved into the house when 
completed and lived there about a year 
before selling it at a loss. The court dis- 
allows the loss. A willingness or even a 
desire to sell a home at a profit does not 
convert the sale into a_ transaction 
entered into for profit. Seletos, TCM 
1956-283. 


Entertainer can deduct costs of libel 
action to protect his income [Acquies- 
cence]. Paul Draper, a_ professional 
dancer, incurred legal fees as plaintiff 
in a libel action against Hester Mc- 
Cullough for circulating statements that 
he, Draper, was pro-Communist. His in- 
come was found to have-dropped sharp- 
ly after the adverse publicity. The court 
held the fees deductible as necessary 
business expenses. It said that where the 
primary purpose of litigation is to 
vindicate the personal reputation and 
character of a taxpayer, the costs are 
not deductible. Here, however, tax- 
payer’s sole concern was with his con- 
tinued business success as a public per- 
former. Draper, 26 TC 201, acq. IRB 
1956-52. 


Court allows 8¢ a mile as automobile 
expenses. A broker maintained two 
offices and a farm at different locations. 
He claimed as deductible automobile ex- 
penses 90% of the registered mileage on 
his Lincoln at 834 cents per mile. The 
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Commissioner allowed 40% at six cents 
per mile. The court determines the de- 
duction by taking two-thirds of the mile- 
age at eight cents per mile. Lovelady, 
TCM 1956-288. 


Can’t deduct salary to be “kicked back.” 
Taxpayer paid $4,000 in 1942 and $12,- 
000 in 1943 as salary to an individual. 
Deductions for these payments are dis- 
allowed because the individual never 
rendered valuable services and there 
was an understanding that he would 
return the money less income taxes. 
Nottingham Estate, TCM 1956-281. 


Lawyer allowed part of club expenses. 
A lawyer claimed in 1951 and 1952 all 
his club expenses amounting to $1,800 
and $1,500 respectively. Only half of the 
claimed amounts is allowed. The court 
quotes from the Sutter case (21 TC 170) 
that detailed evidence is required to 
show that each expenditure was in excess 
of what would have been spent had the 
purpose been personal. [See comment, 
page 170. Ed.| Scott, TCM 1956-274. 


No marital community between husband 
residing in Virginia and wife residing in 
Texas. In November 1950, taxpayer, 
domiciled in Virginia (a noncommunity- 
property state) married a resident of 
Texas (a community-property state). Al- 
though he intended to settle in Texas, 
he was in Texas for only a few weeks 
from the time of his marriage until his 
divorce on June 20, 1951, having been 
continuously employed during that time 
in Washington, D. C. All his visits to 
Texas were on “annual leave” from his 
Washington job to see his wife and to 
try to find employment there. After his 
divorce, he remarried and remained in 
Virginia. The court holds taxpayer failed 
to establish that he and his former wife 
had a marital domicile in Texas from 
January 1 to June 20, 1951 so as to be 
entitled to divide their income during 
such period on separate returns under 
the Texan community-property law. 
Gooding, 27 TC No. 71. 


Reliance on CPA avoids failure-to-file 
penalty. Failure to file an estimated- 
tax declaration is held due to reason- 
able cause and not to willful neglect. 
Taxpayer relied upon the advice of an 
experienced CPA after making full dis- 
closure to him. However, the penalties 
for substantial underestimation of tax 
are held imposed. Seletos, TCM 1956- 
283. 
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How to handle your first fraud case; 
a check list of do’s and don’ts 


by JACKSON L. BOUGHNER 


Because the number of fraud cases prosecuted by the Justice Department is grow- 


ing, every practitioner must know what to do when the Government’s agents indi- 


cate that they are investigating a client for fraud, not just for a tax deficiency. 


He must know the agent’s objectives, 


approach, and the more important steps that he can take. 


the Government’s policies, 


its procedures, 


All of these are here 


outlined in a paper which was prepared by Mr. Boughner, a fellow-editor, for the 


Illinois State Bar Association Tax Institute. It is intended for those who seldom or 


never handle a fraud case. 


unlike the real es- 
The tax- 
and file his own 


) INCOME TAX, 

tate tax, is self-assessed. 
payer must prepare 
return, computing the tax himself. This, 
obviously, is a temptation to many. 

In order to keep taxpayers in line, 
Congress has made ample provision for 
both civil and criminal penalties. Almost 
every return, of any consequence, in 
addition to being subjected to mathe- 
matical verification, is audited either in 
the office of the District Director of In- 
ternal Revenue or at the taxpayer’s own 
place of business. If the tax is found to 
be understated, a deficiency is asserted 
which bears 6% interest from the date 
the original payment was due. If the 
taxpayer was negligent in the prepara- 
tion of his return, an additional 5% 
penalty is assessed. If the understate- 
ments were intentional, a 50% penalty 
is added. are percen- 
tages of the entire deficiency found, 
without regard to what portion thereof 
was fraudulent. Finally, the taxpayer 
may be found guilty of either a felony 
or a misdemeanor for income tax fraud. 

The most potent weapon of the Gov- 
ernment is criminal prosecution. Will- 
ful failure to file a return is a misde- 
meanor; the filing of a false return with 
an intent to evade the tax is a felony. 


These penalties 


As in other criminal cases, the burden 
of proof is on the Government. The 
preparation and trial of an income tax 
fraud case is time-consuming and costly. 
For. that reason, the Government has 
adopted certain policies in connection 
with these cases that are unlike those 
in the usual type of criminal case. 

Experience has shown that one acquit- 
tal for income tax evasion often out- 
weighs the salutary effect of several con- 
victions on in the judicial 
district involved. The Government does 
not regard an income tax conviction so 
much from the standpoint of punish- 
ment of the individual as it does as an 
example to others. For this reason, crim- 
inal prosecution will not be recom- 
mended unless conviction is relatively 
certain. 


taxpayers, 


Government policy 


There are, of course, many parts of 
the tax law which are unsettled. As a 
general rule, the Government will not 
attempt to use a criminal case for set- 
tling doubtful questions of tax law. Of 
course, a criminal case is the only means 
available for settling questions of crim- 
inal tax law, and this rule would not 
apply to such questions. 

The Government will not seek a crim- 


inal indictment in every case where in- 
come tax fraud is present. Regardless of 
the guilt or innocence of the taxpayer, 
if circumstances apart from the income 
tax case indicate that he or she would 
be acquitted, the Government will not 
ask for an indictment. As an example, 
until fairly recently there was no in- 
stance of a woman being indicted for 
tax fraud. That situation has now been 
changed, but the Government will think 
longer about indicting a woman than a 
man for this type of crime. 

Fraud cases arise from three sources. 
The first is from the informer who, by 
statute, may be awarded up to 10% of 
the deficiency for furnishing informa- 
tion leading to its ascertainment. This 
usually takes the form of a letter to the 
District Director. The letter is turned 
over to a revenue agent or Special 
Agent and is investigated. The policy 
is to investigate all information of this 
type regardless of how unimportant it 
may seem. In the event a deficiency is 
finally asserted against the taxpayer who 
has been informed upon, the amount 
given to the informer varies with the 
amount of assistance he furnished the 
Government. A simple tip that so-and-so 
is not reporting his full income taxes, 
without any further information, would 
lead to little or no reward. On the other 
hand, if the informer gives the Govern- 
ment the complete story, together with 
copies of all the documents involved, 
and cooperates thoroughly with the Gov- 
ernment so that a minimum amount of 
work need be done by the Government 
agents, the total amount received would 
probably be very close to the full ten 
per cent. [An extensive article on in- 
formers is in preparation, and will be 
published in an early issue. Ed.] 


Revenue agent’s investigation 


Another source is the routine revenue 
investigation. If, during the 
course of an audit, a revenue agent sees 
indications of fraud, he will notify the 
Intelligence Division through the prop- 
er channels. The Intelligence Division 
will assign a Special Agent to assemble 
the necessary evidence needed for crim- 
inal prosecution. While. the Special 
Agent is assembling the evidence, the 
revenue agent is determining the 


agent's 


amount of tax due. In some cases, while 
either a Special Agent or revenue agent 
is examining one taxpayer’s return, he 
may find, on another taxpayer’s books 
and records, evidence of unreported in- 
come, which will precipitate an investi- 
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gation of that taxpayer. This is the third 
source of such cases. 


Government procedure 

The agents cooperate fully in making 
the investigation and often divide the 
work between them. The fact that the 
revenue agent may be asking certain 
questions while the special agent is ask- 
ing other questions has no particular 
significance. They may interview the 
creditors and debtors of the taxpayer; 
they will check his books and accounting 
records, including his bank statements; 
and they may check the records of his 
suppliers and customers. The extent of 
the investigation will depend, of course, 
upon the nature of the taxpayer’s in- 
come and the evidence available from 
his own records. Some fraud cases are 
worked up with very little evidence 
from outside sources. In other cases, 
practically all of the evidence must be 
obtained from interviews and examina- 
tion of books and records of those with 
whom the taxpayer does business. 

There are always, during the course 
of a fraud investigation, questions which 
can be answered only by the taxpayer. 
As a general rule, therefore, at some 
stage in the investigation the taxpayer 
is offered a conference at which he will 
be asked a series of questions by the 
agents in an attempt to clear up items 
on which information is lacking. Some- 
times the questions may lead him into a 
trap. It is expected that the taxpayer 
will waive his immunity at this confer- 
ence and testify under oath. 

After the work of the agents has 
been completed, each of them prepares 
a separate report. The special agent’s 
report is approved by his Group Chief 
and then goes to the Chief of the Intel- 
ligence Division of the District Director’s 
Office. It is then sent to the Assistant 
Regional Commissioner- Intelligence. 
The revenue agent’s report is approved 
by his Group Chief and the Chief of the 
\udit Division of the District Director’s 
Office. The two reports then go to the 
Assistant Regional Counsel-Enforcement 
and are assigned by him to an attorney 
on his staff. After the attorney reviews 
the reports, he almost invariably offers 
the taxpayer a conference to discuss the 
case. When the attorney has completed 
his work, he will either recommend crim- 
inal prosecution or that the case be 
killed. If he recommends criminal pro- 
secution, the Assistant Regional Counsel- 
Enforcement will approve his recom- 
mendation and submit it to the Regional 


Counsel, who will forward the matter 
to the Department of Justice in Wash- 
ington, where it is assigned to an at- 
torney in the Tax Division. 

The Department of Justice usually 
grants conferences only when requested 
by the taxpayer. After review of the case 
by the attorney in the Department of 
Justice, the indictment is prepared and 
sent to the local United States Attorney 
who will present the case to the grand 
jury. As a general rule, only the special 
agent and revenue agent will be the 
witnesses before the grand jury. The 
taxpayer is indicted and the procedure 
thenceforth is similar to that in any 
other criminal case. 

Let us assume that one of your clients 
is being investigated for fraud. This is 
quite different from the ordinary tax 
investigation. The Government is not 
looking just for the amount of tax due 
from your client; it is thinking seriously 
of putting him in jail and fining him. 
The case must be handled much differ- 
ently from a routine investigation for 
additional taxes. 


Basic approach 


Your first job as a lawyer is to prepare 
the case, and you should prepare it just 
as thoroughly as though you were going 
to trial. Whenever an attorney is called 
in on any tax case, whether it be civil 
or fraud, his preparation should be com- 
plete. It is easy to assemble sufficient 
data to satisfy the agent on a point 
without realizing that you have not ob- 
tained evidence that is admissible at a 
trial. Oftentimes you assume that cer- 
tain facts are admitted and at the trial 
find you cannot prove them. 

In making this preparation, you 
should consider the impact of the facts 
you are assembling upon the jury. A 
particular fact may persuade a revenue 
agent that an item on the taxpayer's 
return was not false but this same fact 
may prejudice the jury against your 
client. Similarly, a technical presenta- 
tion of an extremely difficult situation 
might satisfy a revenue agent but would 
be completely over the heads of the 
jury. 

Often, when you make a thorough 
investigation in order to obtain compet- 
ent evidence, you will find that the 
“facts” on which you were relying are 
not true. This occurs most often in con- 
nection with statements your own client 
makes to you. He might tell you, for 
example, that he never deposited more 
than $1,000 a month in his bank ac- 
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count. If you haven’t obtained the actual 
bank statements, you have not com- 
pleted your case on this matter. It might 
turn out that his average monthly de- 
posits were $5,000, instead of $1,000. 

You must keep in mind the problem 
of how you are going to present and 
prove the necessary facts to show your 
client is not guilty of tax evasion. In- 
come tax criminal cases are technical 
and often present situations in which a 
thorough knowledge of the law of pro- 
cedure and evidence pays off much more 
handsomely than a winning manner 
with a jury. 


The act and the intent 


In handling a fraud investigation, you 
must bear in mind that the two princi- 
pal requirements of any criminal act are 
the act itself and the intent with which 
it was committed. In an income tax 
case, of course, we do not have the 
alibi which is often relied on in other 
types of criminal cases. The taxpayer 
has filed his returns and the Govern- 
ment has them in its possession. We 
cannot usually claim that somebody else 
filed them. The fact question, therefore, 
is whether there was an actual under- 
statement of the tax, which understate- 
ment must have been willful. 

In every special agent’s report, the 
adjustments proposed by the revenue 
agent are separated into fraud items and 
technical items. The fraud items are 
those which the agent feels can be 
proved to have been omitted from or 
entered on the return with an intent to 
defraud the Government. The technical 
items are those which are routine in 
nature and which may be found on the 
return of any taxpayer. Technical ad- 
justments usually include items such as 
the useful life of property, whether an 
item is a capital expenditure or repair, 
and valuation problems. 

A taxpayer who owns and rents an 
office building may have deliberately 
omitted $1,000 of rent received during 
the year. At the same time, he showed 
a remaining life for his buildings of ten 
years and claimed depreciation of 
$20,000. The revenue agent increases 
this life to 20 years, decreasing the al- 
lowable depreciation by $10,000. As a 
result, the total understatement of in- 
come is $11,000. The penalty of 50% 
will be based upon the tax on this entire 
$11,000. Actually, of course, only $1,000 
of the income was fraudulently omitted. 
The taxpayer's attorney would be well 
advised to devote his attention to the 
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$1,000 item rather than to the $10,000 
item. It is the $1,000 item that may put 
his client in jail. Don’t overlook the 
possibility, however, of finding other 
deductions which will result in no tax 
Offsetting equal in 
amount to the fraud items, may often 


due. deductions, 
sway a jury to the taxpayer's side, even 
though there is an over-all deficiency. 

The Government, in addition to prov- 
ing an understatement of income, must 
prove that it was done with an intent to 
evade taxes. Some individuals, notably 
doctors, are often too busy to keep accur- 
ate records of all their income and ex- 
penses. Many people spend almost every 
waking hour trying to make a living. 
When the due date for the return comes, 
they throw together whatever figures 
they have and send it in with a prayer. 
This taxpayer is guilty of negligence, 
but whether he was guilty of a willful 
intent to evade taxes may depend on 
how far off he was, and how reasonable 
his estimates were. 

Although the general rule is that ig- 
norance of the law is no excuse, if the 
deficiency is due to a technical provision 
of the income tax law, it is highly doubt- 
ful that a jury would find a man guilty 
of tax evasion. Similarly, if the taxpayer 
is ignorant of the rules of accounting, 
upon which to a large extent our in- 
come tax law is based, proof of such 
ignorance may relieve him of the charge. 
An example of this is the case of the 
gambler who felt that when he pur- 
chased a slot machine it was a business 
expense. His income tax return showed 
his income less all expenses, including 
the cost of the slot machines. The rev- 
enue agent worked up his correct in- 
come for these years by capitalizing the 
slot machines and allowing him only the 
depreciation. When this case reached 
the attorney in the Internal Revenue 
Service’s office who was charged with 
passing on it finally, the taxpayer pre- 
sented his idea of proper accounting 
and the conclusion was reached that 
there was not a fraud case involved. 


Extent of cooperation 


Attorneys handling fraud cases dis- 
agree often as to the extent to which you 
should cooperate with the Government 
agents. If you give complete informa- 
tion, you may be putting your client 
behind bars. On the other hand, if you 
blindly withhold information, you may 
be subjecting your client to an indict- 
ment for a crime of which he is not 
guilty. This is the most difficult ques- 
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tion for the attorney to decide. Much 
has been written on it, and here we can 
do little more than skim the surface. 
Every situation must be judged on its 
own merits. There are, however, certain 
general rules which can be followed. 

It is not wise in any type of tax case 
to withhold information from an agent 
with the thought that you will present 
it to his superior. If the evidence is 
sufficient to clear the taxpayer, you have 
merely caused him unnecessary anguish 
by keeping his case alive. Group Chiefs 
and Conferees look with great suspicion 
upon information which is not forth- 
coming until after the investigation has 
been completed. Often it has turned out 
that such information was invented after 
the Government’s theory had been made 
known to the taxpayer. If the informa- 
tion is valid and truthful and will help 
your client, you should put it in at the 
earliest possible opportunity. 

In addition, do not withhold informa- 
tion from the agents that you would ex- 
pect to present to the jury. If the in- 
formation would be necessary to clear 
your client on trial, it is also necessary 
to clear him during the investigation. 

The problem is usually not so much 
with information which you know will 
benefit your client, but with informa- 
tion which may hurt him, depending on 
how the agents react to it. Often the 
taxpayer's representatives proceed as 
though the investigation is a routine one 
for tax deficiencies. They make available 
all of the evidence at their command, 
with the result that the Government’s 
agents weave it into a beautiful open- 
and-shut case of tax evasion. Avoid this 
at all costs. 

If you are in doubt as to whether in- 
formation should be given to the agents, 
the best rule is not to give it to them. 
On the other hand, if the agents have 
the information already, there is no 
harm in your verifying it. And, if you 
are certain that the information will not 
hurt your client, you might as well give 
it to the agents. Remember that it is 
the duty of the agents, not that of the 
lawyer for the taxpayer, to work up the 
criminal case. 

In this connection, you should realize 
that it is firm Government policy in 
every fraud case to make no effort to 
collect or litigate the tax until the crim- 
inal features have been disposed of. 
Similarly, you should make no effort to 
settle the tax liability until you are cer- 
tain that the criminal features are out 
of the case. Therefore, there is no point 


in submitting to the agents evidence 
which goes primarily to the amount of 
the deficiency and may adversely affect 
the criminal features of the case. Avoid 
getting tangled up in the technical ad- 
justments. 


Preparation 


If you are going to be of any assis- 
tance to your client, you must know 
more about his case than the Govern- 
ment does. You have to have all the 
information that the agents have and 
more. The first step is to make a thor- 
ough accounting analysis of the avail- 
able books and records. This should be 
done as quickly as possible and prefer- 
ably by a qualified accountant. At some 
stage of the investigation, the agents will 
ask for the books and records so that 
they can photostat various portions 
thereof. Often they will keep possession 
of them for a long period of time. If 
you are called in to a case while the 
agents still have the records, it makes it 
difficult for you to know what you are 
fighting. Accordingly, as soon as you 
enter a case and before the agents have 
asked for physical possession of the rec- 
ords, you should have a thorough an- 
alysis made of everything in them. Be 
careful, however, of the extent to which 
you rely on accountants, first because 
they are not privileged, and second be- 
cause you are dealing with criminal law, 
not tax accounting. 

It is also important that you inter- 
view everybody who has any knowledge 
of the matter and who may have been 
or will probably be interviewed by the 
agents. If they have already been inter- 
viewed, you should attempt to find out 
exactly what they said, and if it was in 
writing, you should obtain a copy of it. 
If they have not yet been interviewed by 
the agents, you have an opportunity to 
learn their story first. 

A great deal, of course, depends on 
the nature of the taxpayer’s income and 
deductions and the exact manner in 
which the agents are working up the 
case. You should go into detail with 
your client as to every item’ of income 
and expenses, both personal and _ busi- 
ness, that he may have had during the 
years involved. Often he will be unable 
to furnish you with exact figures for 
various items. Under such circumstances, 
you should go to the original source 
yourself. Thus, if he bought and sold 
certain stocks and has no records now 
as to what they were, you should go to 
the brokers and corporation transfer 
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agents to get the exact amounts. You 
should run down every possible clue that 
your client gives you as to his income 
and deductions. 

Finally, you should consider the case, 
not only from the standpoint of your 
own client, but from that of the Gov- 
ernment. Try to put yourself in the 
position of the Government attorney, 
who has to determine whether he can 
convict your client. If you see certain 
weaknesses in the Government’s case, it 
is these weaknesses that you should 
emphasize in your conferences with the 
Government representatives. 

Before we can intelligently know what 
information we must obtain and what 
the weaknesses are in the Government’s 
case, we must know how the Govern- 
ment proceeds in building up a fraud 


case. 


Use of books and records 


he first and obviously easiest method 
is through the examination of the tax- 
payer’s books. One taxpayer never re- 
ported as income his purchase discounts. 
He would receive a bill for $1,000 for 
merchandise and by paying it within 
the necessary 10-day period, would re- 
ceive a $20 discount. He would record 
on his books the full payment of $1,000, 
and then show the $20 item in a separ- 
ate account. This separate account was 
never picked up as income on his tax 
returns. This is the type of situation 
where the tax evasion is obvious on the 
books and records and the Government 
does not need to go any further. 

When the evidence is all on the tax- 
payer’s books, it is an indication of ig- 
norance or stupidity rather than of will- 
ful evasion. In this day and age, the 
average adult American knows that his 
tax return is subject to examination and 
that the revenue agent will ask for his 


books and records as a means of verifica- 


tion. For someone to show one figure of 
income on his tax return and a larger 
amount on the books he keeps to sup- 
port his tax return surely shows stupid- 
ity or ignorance rather than a criminal 
intent. When this situation is present, 
you have a very weak case on the ques- 
tion whether there was a tax understate- 
ment. On the other hand, you have a 
very strong case on the question of the 
intention of the taxpayer. 

When the income tax was fairly new, 
many taxpayers proceeded on the theory 
that if they kept no books and records, 
they could not be found guilty of tax 
evasion. They found to their surprise, 


however, that their bank statements 
often supplied the deficiency in the Gov- 
ernment’s case. A deposit in a bank is 
not necessarily proof of income. How- 
ever, in the case of Gleckman wv. United 
States. the court held that if the bank 
deposits for a year were substantially in 
excess of the reported income, the tax- 
payer, if he wished to be acquitted, had 
the duty to show that the excess was not 
unreported income. Gleckman was a 
St. Paul, Minnesota, bootlegger and 
many of his ilk were put behind bars 
on the strength of their bank deposits 
alone. As a result of this and similar 
cases, most persons who are engaged in 
illicit undertakings, and who do not 
wish the Government to know how 
much they make, avoid bank accounts 
like poison. 

However, there are still certain inno- 
cents in this business of tax evasion who 
have filed income tax returns showing 
gross receipts far under those that their 
bank accounts show. Sometimes the dif- 
ference can be fairly easily explained. 
If you stop to think of it, practically no 
one who has a bank account makes de- 
posits of income alone. The most com- 
mon example is when you sell a house 
and deposit the proceeds awaiting rein- 
vestment. You may cash an insurance 
policy. You may cash a check for a 
friend and deposit his reimbursement. 
You may deposit money which you have 
borrowed. You may have received a gift 
or a bequest. You may be acting as 
treasurer for an organization that has 
no bank account and have deposited its 
funds temporarily in your own. You 
may be holding funds for somebody else. 

If the agents are engaged in building 
up a case against your client based upon 
his bank deposits, it is up to you to 
make the reconciliation of the income 
shown on his return with that shown 
on the bank statements. This is what the 
agents will be trying to do, but unless 
they are given complete cooperation by 
the taxpayer, there will be a certain 
number of items which they cannot iden- 
tify. It is up to you to identify these 
items, if possible, as being something 
other than taxable income. 


Net-worth method 

As stated before, very few taxpayers 
in this day and age, who deliberately 
understate the income on their returns, 
keep any evidence, either in the form of 
books or bank accounts, for use by the 
Government in putting them in jail. For 
this reason, one of the most common 
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Government approaches is the so-called 
net-worth method. 

In order to prove net-worth cases, the 
Government must establish four essen- 
tial points. It must show what the open- 
ing net worth was, what the reported 
income during the period was, what the 
closing net worth was, and it must also 
show that the increase represents in- 
come to the taxpayer. 

The opening net-worth figures are 
often supplied by admissions of the tax- 
payer. In other cases the agents have to 
work up these figures themselves, and 
the Supreme Court has held that the 
Government can establish, through 
proper evidence, an opening net worth 
figure which has not been admitted to 
by the taxpayer.2 Needless to say, your 
client should not furnish to the agents 
any schedules of opening or closing net 
worth until they have been thoroughly 
examined by you. 

Often the agents will say to the tax- 
payer, “What were you worth on Jan- 
uary 1, 1952?” Not knowing why they 
want to know, and thinking that he is 
being smart, he will say, “Not over 
$5,000.” The agents will attempt to cor- 
roborate this, and may be unable to dis- 
prove it. Then they will ascertain that 
on December 31, 1955 he had assets of 
$400,000, and since the reported income 
from 1952 to 1955 was far under $395,- 
000, they have an excellent case. When- 
ever you are called in to a fraud case, 
the first thing to do is to advise your 
client not to give any information until 
he has consulted with you. Too often 
clients think that certain little white lies 
will help their case whereas actually they 
can be exceedingly harmful. Once a tax- 
payer has given a false statement to the 
agents, the work of his lawyer is made 
exceedingly difficult thereafter. 

It is obvious that proof of the amount 
of reported income during the years in- 
volved can be made simply by introduc- 
ing the tax returns. Proof that. the in- 
crease in net worth represents income 
is not very difficult for the Government. 
The burden on this point shifts to the 
taxpayer with the introduction of very 
little evidence. Our main concern is 
with the opening and closing net-worth 
figures. 


Expenditures method 


The final method used by the Gov- 
ernment in working up a fraud case is 
known as the expenditures method. This 
is practically always part of a net-worth 
case. A taxpayer reports $5,000 of in- 
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come but spends $10,000 on personal, 
nondeductible, living expenses. The pre- 
sumption is that the difference is tax- 
able income. If he spent it out of sav- 
ings, of course, it is not income, so an 
expenditures case must always include 
net-worth features. 

If the agents are investigating the per- 
sonal, nondeductible, expenditures of 
your client, it is obvious that you, too, 
must find complete evidence as to what 
they amounted to during the years in 
question. If your client had savings from 
prior years, gifts, bequests or loans, ex- 
penditures made from these sources can- 
not be considered as income. 

In an expenditures case you will also 
have the argument that a particular ex- 
penditure was a business rather than a 
personal expense. The more items that 
you can take out of the personal classi- 
fication, the lower your client’s income. 
The Government must show that the ex- 
penditures were for the taxpayer him- 
self. A purchase of ten paintings for 
$10,000 should not be 
he made the purchase for other parties 
with funds supplied by them. 


in his income if 


Since most taxpayers are on the cash 
method of accounting, the agents should 
not be permitted to include in taxable 
income expenditures made on credit for 
which the taxpayer was in debt at the 
end of the period involved. As stated 
above, an expenditures case is almost 
always worked up in connection with a 
net-worth case. Even though the agents 
are apparently working up the case from 
expenditures alone, it is important that 
you determine the opening and closing 
net worth so that you can catch items 
which were bought with funds on hand 
at the beginning of the period or out of 
loans. 

An investigation for fraud must be 
handled entirely differently from the 
ordinary revenue agent's investigation. 
Its purpose is not to determine how 
much tax is due from your client, but 
to put him behind bars. You must pro- 
ceed at all times as though you were 
preparing for an actual criminal trial. 
If your case is developed to the point 
where you are satisfied that you could 
get your client acquitted in a criminal 
trial, you need only present to the agents 
and their superiors the same evidence 
and make the same arguments that you 
would on trial to do the best possible 
job for your client. Any other approach 
may be fatal. w 


180 F2d 394. 
*See Helland v. United States, 348 U.S. 121. 
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NEW DECISIONS IN FRAUD & NEGLIGENCE THIS MONTH 








Income of horse-meat trader recon- 
structed. Taxpayer slaughtered and 
processed horse meat and sold it as 
beef. The Commissioner determined de- 
ficiencies for understatements of in- 
come by multiplying the amount of 
horse meat purchased by the difference 
in cost between horse meat and beef, 
less 4c a pound for “payoffs.” As tax- 
payer was unable to refute this deter- 
mination, the deficiencies are sustained 
Kirchner, TCM 1955-266. 


Net-worth conviction upheld; misappro- 
priation by one partner of the other's 
funds not embezzlement 
denied}. 


[Certiorari 
Defendant, a member of a 
partnership in the automobile business, 
was convicted of tax evasion. The Gov- 
ernment relied on net-worth computa- 
tions. The Seventh Circuit, affirming, 
found that: the Commissioner need not 
determine that use of net-worth method 
clearly reflects net income; the existence 
of unreported income may be shown by 
any legal evidence; if defendant gave his 
consent voluntarily to examination of 
his books it does not matter that he may 
not have known that the agent was a 
Special Agent; the unreported income 
is not nontaxable embezzled income, 
since a partner cannot be said, under the 
laws of Illinois, to embezzle from an- 
other partner until there is an account- 
ing; and in any event the Government 
reduced defendant’s net worth by his 
partner’s share of the income. Achilli, 
cert. den., 11/19/56. 


Net-worth method upheld. The Seventh 
Circuit upholds the Tax Court finding 
that taxpayer, a grower and processor 
of popcorn, failed to keep adequate and 
accurate records. The use of the net- 
worth method to determine taxable in- 
come is justified and is permitted as a 
check, even if books appear to be ade- 
quate. The Tax Court’s finding on 
opening net worth was proper. The 
fraud penalty is also sustained; it ap- 
peared unlikely that ignorance or inno- 
cent error was responsible for the un- 
reported income. Taxpayer’s income for 
the period 1942-1945 was $280,000, but 
he had reported income of only $58,000. 
Davis, CA-7, 12/13/56. 


Dissent on “likely source of income.” 


Using a_ net-worth computation, the 


Commissioner increased the income of 
a Salaried employee by some $25,000 
for the period 1949-51. Taxpayer, who 
had worked on various jobs, contended 
that he had a cash hoard of some $10,- 
000 at the start of the period. That was 
not accepted, but the Tax Court did 
adjust the net-worth computation down- 
ward by reducing the estimate for liv- 
ing expenses and personal repairs, and 
by taking into account receipts from 
borrowings and sales of furniture. The 
Sixth Circuit affirms. There was evidence 
to support the findings. One judge dis- 
sents on the ground that there should 
be corroborating evidence in the form 
of a likely source of additional income. 
The 


this issue. The majority here said mere- 


Tax Court made no finding on 


ly that the “hazy situation with respect 
to Hasson’s interest in slot machines as 
a probable source of income, in addition 
to the scale on which he and his wife 
were living, justified . . . resort to the 
net-worth method.” Hasson, CA-6, 12/ 
14/56. 


Opening net worth includes undeposited 
checks. In determining taxpayer's net in- 
come for 1947 by the net-worth method, 
the Commissioner failed to include in 
opening net worth cash and checks total- 
ing $23,000. Taxpayer had received this 
amount on December 31, 1946, and de- 
posited it on January 2, 1947. With this 
correction, the worth schedules show no 
unexplained increases. The court holds 
the opening net worth should have been 
increased by the cash and 
Stephens, TCM 1956-234. 


checks. 


Net worth employed in determining 
gambler’s income. Use of the net-worth 
method, subject to minor revisions in 
the computation, is approved in deter- 
mining deficiencies against a_ profes- 
sional gambler who failed to keep ade- 
quate and reliable records. Imposition 
of the 50% fraud penalty is also ap- 
proved. Stephens, TCM 1956-285. 


Lawyer, who was teacher of income tax, 
penalized for insufficient returns. [Certi- 
orari denied]. The three-year statute of 
limitations on assessments is extended to 
five years (six years under 1954 Code) if 
income is understated by 
than 25%, and is extended indefinitely 
if no return is filed. Taxpayer's return 
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read “Total income less than $5,000. 
Employed by . . . and the tax has been 
withheld. Do not owe any additional 
tax.”” The Eighth Circuit held that tax- 
payer reported no gross income. And 
even if $5,000 were to be accepted as 
the gross income reported, she omitted 
from gross income more than 25% of 
$5,000, and therefore an assessment 
notice mailed within five years of the 
due date was timely. Deductions for 
theft and fire losses, legal expenses, bad 
debts, business and rental expenses were 
disallowed. Negligence penalties were 
sustained. It was shown that taxpayer 
taught Federal tax matters but failed 
to keep proper records for her own 
transactions. Evans, cert den., 11/13/56. 


Unexplained deposits corroborated by 
net worth. Taxpayer's bank deposits in 
1948 totaled $39,000. In addition, he 
made cash loans of $5,000. Revenue 
agents concluded after eliminating re- 
ported income and, non-income items 
that taxpayer had understated his in- 
come by $18,000. The court holds that 
there was evidence from which the jury 
could conclude that taxpayer had -a 
source of income which was either the 
business he acknowledged or undisclosed 
gambling. In denying a new trial, the 
court holds that the evidence as to the 
opening net worth was sufficient for the 
jury to infer that defendant did not 
have the cash hoard he claimed. Frank, 
DC Pa., 12/4/56. 


Conviction for attempt to evade taxes 
by rewriting records sustained [Certi- 
orari denied]. Defendants rewrote hotel 
records, caused their corporation to fail 
to report large amounts of income, and 
had the income distributed to them- 
selves. The Fifth Circuit sustained their 
conviction, treating various assertions of 
error as follows: since the corporation 
was on the accrual basis, the Govern- 
ment did not have to prove that the 
bills supporting the omitted income had 
been paid; the Government did not have 
to attempt to prove whether other room 
rentals were properly reported; in de- 
termining whether the distribution of 
corporate funds constitutes the payment 
of a dividend, the corporate earnings 
and profits need not be reduced by an 
assumed penalty based on the corpo- 
ration’s fraud. Bernstein, cert. den., 11 
19/56. 


Fraud must be proved for a specific year. 
The Commissioner in reconstructing tax- 


payer’s business income for 1941 through 
1944 by the net-worth method was 
handicapped by the absence of any re- 
turns or records showing the annual 
opening inventories and accounts re- 
ceivable. He assumed these assets in- 
creased ratably over the four-year period, 
and on that basis he determined fraud 
for each year. The court rejects the 
Commissioner’s conclusion on _ the 
grounds that the assets may not have in- 
creased ratably each year, in which case, 
fraud may have been limited to but one 
or two of the years involved. Having 
failed to prove fraud in any specific 
year, the Commissioner was barred by 
operation of the statute of limitations 
from collecting the deficiencies. Shaw, 
27 TC No. 63. 


Tax Court erred in basing fraud on in- 
ferences. The Fifth Circuit finds that 
the Tax Court properly held that the 
taxpayer did not meet the burden of 
disproving the Commissioner’s computa- 
tion, by cash expenditures, of income. 
However, the court holds the finding of 
fraud was improperly based on infer- 
ences. What the Tax -Court referred 
to as a pattern is not proof of intent. 
The books kept were simple but would 
be adequate if complete, and the various 
errors cited could each be mere negli- 
gence. Goldberg, CA-5, 12/19/56. 


Conviction for tax evasion upheld; Gov- 
ernment’s opening net worth adequate 
[Certiorari denied]. After taxpayer was 
convicted of tax evasion in the district 
court, he raised several points on appeal. 
He claimed that it was error to admit 
into evidence the accountant’s work- 
papers. (Whether the accountant was an 
employee or public practitioner is not 
clear.) Their admission was held proper 
as being entries and records made in 
the regular course of business. They were 
prepared at the same time stock in de- 
fendant’s corporation was issued. Tax- 
payer also contended that the Govern- 
ment failed to establish with reasonable 
certainty an opening net worth. The 
court dismissed this objection with the 
statement that “old mail bags and old 
iron pots are hardly the explanations 
reasonably susceptible of being checked.” 
Taxpayer also claimed that competent 
evidence had not been presented to the 
indicting grand jury. Referring to the 
Supreme Court decision in the Costello 
case, the court states that the Fifth 
Amendment requires nothing more than 
that the grand jury be legally constituted 
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and unbiased. Smith, cert. den., 11/ 
13/56. 


Destruction of detailed daily loss sheets 
by bookie prevents full loss deduction. 
A bookmaker kept daily sheets detail- 
ing each bet accepted. A single “net 
win” or “net loss” figure computed for 
each sheet was entered into his perma- 
nent record which was used as a basis 
for preparation of the tax returns. The 
detailed daily sheets were destroyed. 
Although the “net win” figures were ac- 
cepted, the “net loss” figures were dis- 
allowed as unsubstantiated. An allow- 
able loss much smaller than that claimed 
was determined by the Tax Court under 
the Cohan rule. In spite of the destruc- 
tion of the daily sheets, no intent to 
evade tax was found. The circuit court 
affirms. Federika, CA-6, 10/17/56. 


Fraud in failure to file or pay taxes. 
Taxpayer didn’t keep records, didn’t 
file returns, and didn’t cooperate with 
the revenue agents. The fraud penalty is 
upheld. Powell, DC Oreg., 11/13/56. 


Summary record of gambling “hits” and 
“wins” accepted in part. Taxpayers were 
members of wagering and bookmaking 
partnerships. Only a summary record of 
the daily net “wins” and the daily net 
losses or “hits” was maintained; the de- 
tailed daily betting sheets were destroy- 
ed. The Commissioner’s disallowance 
of all losses or “hits” was modified by the 
Tax Court to permit some daily losses 
determined under the Cohan rule. The 
“hit” figures for the bookmaking part- 
nership for all years except one were 
accepted as correct; the manager had 
testified that the figures were accurately 
copied from the daily sheets. As fraud 
was not proved, deficiencies for some of 
the years were barred. The circuit court 
affirms. Fogel, CA-6, 10/17/58. 
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tax problems? 


For the quick answer to all 
Federal tax questions, keep 
Alexander's Federal Tax 
Handbook, 1957 Edition, on 
your desk at all times. See 
back cover for order blank. 
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Proposals to reduce taxes on American 


businesses abroad should be rejected 


by STANLEY S. SURREY 


Experts on the taxation of American corporations doing business abroad have 


long recognized the need for an overhaul of the Code in this area. This overhaul 


seems imminent at long last—nothing major was revised in the 1954 Code—and 


many of the experts have been writing and speaking about proposed reforms. 


Prominent among these men is Stanley Surrey, professor at Harvard Law School. 


At a recent meeting of the International Investment Law Conference he analyzed 


the present law and the proposed reforms. The remarks he made he subsequently 


incorporated into a paper for the Columbia Law Review, and it is these remarks 


which we have condensed (with Mr. Surrey’s approval) in the following article. As 


Mr. Surrey sets forth a very definite point of view, we will in one of our next 


issues bring a rebuttal by another prominent expert in the field. 


ae THE START, basic Congressional 
policy has been that a dollar received 
from foreign earnings should bear the 
same ultimate United States tax burden 
as a dollar from domestic earnings. 
United States corporations are therefore 
taxed on their worldwide income. 

This having been said, the question 
arises whether there really should be 
anything more to say about the taxation 
of foreign income. The United States 
income tax does not treat a dollar 
earned in one business differently from 
a dollar earned in another business. 

Why then should a dollar earned 
abroad be treated any differently? This 
question lies at the root of every tax 
policy issue relating to foreign income. 

Some may say at this point that I have 
assumed the conclusion at the very out- 
set. They will urge that the only proper 
concept for income tax jurisdiction is 
that of the source of the income. Hence 
a foreign-earned dollar should not be 
subject to United States tax at all, just 
as a Japanese yen earned by a Japanese 
concern is not subject to United States 
tax. 


In this respect it is appropriate to 
observe that from the very start of the 
income tax we have in this country 
chosen to base tax jurisdiction on 
citizenship as well as source. We are by 
no means alone in this respect. England 
and Germany, for example, to mention 
two nations with worldwide activities, 
follow essentially this approach. While 
some countries prefer to rest on source 
alone, for the most part they are those 
with little income from foreign sources. 
This initial choice in the United States 
was apparently automatically made, 
without discussion, and apparently as 
an intuitive matter. But since this course 
was taken, the necessary consequence is 
that the burden of differentiating the 
foreign-earned dollar properly falls on 
the proponents of differentiation. 

The operation of a business abroad 
does subject an American corporation to 
the tax laws of more than one jurisdic- 
tion and can sometimes produce a bur- 
densome double taxation. One method 
of meeting this problem in our tax system 
is through the use of the foreign tax 
credit. The resort to this device under- 


scores the basic policy of treating for- 
eign-earned dollars on an equity with 
domestic-earned dollars. Under this 
credit, the United States tax rate re- 
mains the primary measure of the tax 
burden borne by United States corpora- 
tions receiving foreign income. 

The jurisdictional rule insulating a 
United States-owned foreign subsidiary 
from the United States tax is a further 
method of accommodating the basic 
United States taxation on worldwide in- 
come to the fact that more than one 
national-tax jurisdiction is involved. 
Under this rule, the United States tax is 
deferred as long as the foreign sub- 
sidiary retains the profits. 

But departures from this basic policy 
have produced for the foreign-earned 
dollar a reduction from the United 
States tax rate. These departures have 
in large part arisen almost fortuitously. 
Certainly, when they were granted, they 
were not the product of intensive Con- 
gressional consideration. The major de- 
parture, the western hemisphere trade 
corporation, has benefited primarily the 
export trade, which Congress in all 
probability would not have desired to 
benefit if the matter had been presented 
directly. 

The combination of basic jurisdic- 
tional-tax rules and the several prefer- 
ential benefits granted in almost ad hoc 
fashion have produced a most compli- 
cated tax structure for foreign income 
which lays great stress on the form in 
which operations are conducted. 


Foreign-tax credit 


The earliest differentiation between 
foreign and domestic income was the 
adoption of the foreign-tax-credit device. 
Its origins are somewhat obscure. Until 
1918 all foreign taxes were treated as 
deductible expenses, in the same manner 
as state and local taxes..In 1918 efforts 
were made to exempt foreign income 
from the United States tax. The prin- 
cipal grounds advanced for this relief 
were the alleged competitive disadvan- 
tages suffered by American corporations 
operating branches abroad because the 
United States taxes were much higher 
than the taxes to which competing local 
enterprises in foreign countries were 


subject. There was also talk of ‘double 


taxation,” and here the target as respects 
the “doubling” was the United States 
tax. The Congressional response was to 
eliminate double taxation, but its focus 
was on the foreign taxes. The payment 
of these foreign taxes was elevated from 
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the status of a deduction from gross in- 
come to that of a credit against the 
United States tax. In effect, a dollar of 
foreign tax paid was treated as a dollar 
paid to the United States Treasury. 

The benefits of this credit device are 
considerable. Assume that the United 
States rate is 50% and that net income 
before foreign tax is $100 and the 
foreign tax is 30%. If the foreign tax 
of $30 is treated as a deduction, the net 
income becomes $70 and the United 
States tax $35, which gives a total of 
$65 in taxes. If, however, the foreign 
tax of $30 is treated as a credit, the net 
income remains $100, the tentative 
United States tax is $50, but against it 
is credited the foreign tax of $30, so 
that only $20 need be paid to the 
United States Treasury. This gives a 
total of $50 in taxes. Any foreign tax 
which is less than the United States rate 
in effect is eliminated as a factor, and 
double taxation disappears. 

A number of important policy con- 
siderations flow from’ the decision to 
adopt a foreign-tax credit. The United 
States retains its jurisdiction to tax 
worldwide income; it recognizes the in- 
terests of the country of source in also 
taxing the income arising therein. Our 
Government considers its own tax claims 
met to the extent that a tax payment 
had been made to the country of source. 


Credit for income tax only 


Since its inception in 1918, the for- 
eign-tax-credit device has been restricted 
to foreign income taxes. Why only in- 
come taxes? And what is an income tax? 
These questions may not have been 
asked in 1918. 

The years since 1918 have shown that 
these questions are important and not 
easily answered, While Federal taxes in 
the United States may fall into a few 
familiar patterns, not so the world over. 
Over the years the courts and the In- 
ternal Revenue Service have wrestled 
with this question. They have largely 
used the touchstone of similarity to the 
United States concept of an income tax, 
but they have not clearly defined our 
concept of an income tax. 

As the various foreign taxes were sub- 
jected to this scrutiny, with some quali- 
fying for the credit and those not quali- 
fying allowed only as deductible ex- 
penses, and as the interpretative diffi- 
culties inherent in the term “income 
tax” became apparent, a broader ques- 
tion then arose. Why should the credit 
device be limited only to “income 


taxes”? In 1954, the Treasury recom- 
mended extension of the credit to the 
“principal tax” paid by the taxpayer, 
but it excepted any “sales, turnover, 
property, or excise tax . . . generally 
applied.” The recommendation was not 
adopted, in part because it contained a 
number of technical defects and in part 
because it would have been more re- 
strictive in its operation than present 
law. The significant point is that even 
those criticizing this recommendation at 
least agreed that no “general sales... 
or real property tax” should qualify. 

If selectivity is deemed appropriate, 
what are the criteria for selection? There 
is one possible clue in a statement by 
Senator George in 1952, in which he 
urged extension of the credit to produc- 
tion taxes but also stated that the credit 
should not be extended to the “ordinary 
type of excise tax which is passed on to 
the purchaser.” Is the passing on of the 
foreign tax the key criterion? The an- 
alysis might run as follows: The purpose 
of the credit is to provide uniform tax 
burdens for United States taxpayers, 
whether engaged in business in this 
country or abroad. It is generally as- 
sumed, at least as a working Con- 
gressional rule in shaping our own tax 
structure, that the United States in- 
come tax cannot be passed on by the 
taxpayer. If a second income tax must 
be paid to a foreign country and if 
it cannot be passed on, then the tax 
burden will not be uniform. We can 
assume, however, that a foreign excise 
tax on sales or exports is passed on to 
the consumer. We so assume generally 
as to our own excise taxes. Hence, we 
need not give a credit for foreign excise 
taxes since their payment does not affect 
our criteria of uniform tax burden. 

But if shiftability of a tax is the 
criterion, how is it to be applied? Do 
we examine each foreign tax in its 
special foreign setting? Do we consider 
the various types of taxes? If we con- 
clude as a general matter that a par- 
ticular type is more likely to be shifted 
than not, or that more than 50% of the 
tax is usually shifted, then do we classify 
all taxes of that type as creditable? 

Another possible analysis is that the 
United States tax is an income tax, and 
under an income tax all costs are first 
to be offset against gross receipts before 
applying the tax rate, but that the tax 
itself is not regarded as a cost. Other 
United States taxes are regarded as 
costs, as are foreign taxes.. But since a 
foreign income tax is like the United 
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States income tax, especially where high 
rates are involved, it is proper to con- 
sider it not as a cost but in the same 
manner as the United States income tax 
itself. 

All in all, one is here left with an un- 
satisfactory feeling and the realization 
that much more thought is needed. Per- 
haps ad hoc decisions in bilateral treaties 
would solve the problem. But even ad 
hoc decisions should follow some ra- 
tional line and have some theoretical 
consistency. Hence, much more should 
be known about the effects of particular 
foreign taxes and about the ,comparison 
of these effects with those of foreign in- 
come taxes. Unless this information is 
obtained, an extension of the credit de- 
vice could quite easily result in a tax 
windfall for many taxpayers. 


Effect of tax credit on foreign taxes 


Other aspects of the credit device de- 
serve attention. It is said in criticism 
that the credit invites foreign countries 
to raise their income taxes on American- 
owned firms to the United States level, 
since the cost is borne by the United 
States Treasury and not the taxpayer. 
In the same vein, the credit is also said 
to encourage foreign countries to adopt 
and rely upon income taxes, although 
such a tax may not be appropriate to 
their economies. The first charge has 
never been really documented and one 
may well be skeptical about it. The 
second charge is generally made by those 
who have lingering doubts about pro- 
gressive income taxes. 

Another criticism takes the opposite 
path. It is argued that the credit device 
frustrates the plans of those foreign 
countries that lower or eliminate their 
income taxes to induce foreign invest- 
ment. The contention is that the in- 
centive effect of the lower foreign tax is 
wasted since the taxpayer must still pay 
the United States tax. This contention is 
largely erroneous when that incentive 
is considered in the context of other 
aspects of United States tax law, such 
as our treatment of foreign subsidiaries. 
As respects the credit itself, the con- 
tention seems quite wide of the mark. 
The credit was designed to maintain 
uniformity among United States tax- 
payers at the level of the United States 
income tax burden. It was adopted to 
prevent a lack of uniformity because of 
high foreign rates. The origin of the 
credit was the difficulties faced by a tax- 
payer subject to both a United States 
tax and a foreign tax. The solution was 
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to retain the level of the United States 
tax but in reaching that level to recog- 
nize the claim of the foreign tax. The 
credit was not designed to reduce the tax 
burden on United States taxpayers to 
the level chosen by any foreign country. 

The contention that the credit device 
obstructs foreign tax inducement sys- 
tems is actually an argument for the 
complete United States exemption of 
foreign income and the abandonment 
of jurisdiction to tax based on citizen- 
ship. It asserts that the sole judge of the 
tax burden on a United States tax- 
payer should be the source country. The 
contention may, of course, be considered 
in those terms, but its proponents should 
not attempt to gain support by de- 
meaning the foreign tax credit as an 
ineffective device. 

When the foreign tax rate is higher 
than the United States rate, the difficulty 
arises solely from the tax policy of the 
source jurisdiction. The United States 
could remedy this difficulty by having 
our Treasury pay the excess amount re- 
sulting from the higher foreign tax, i.e., 
a direct monetary subsidy. It could also 
help by persuading the foreign source 
jurisdiction to lower its high taxes on 
income flowing to United States tax- 
payers in return for our lowering the 
United 
United States sources flowing to citizens 


States tax on income from 
of the foreign jurisdiction. The latter 
method is based on having the source 
jurisdiction recognize the claims of the 
jurisdiction of citizenship or incorpora- 
tion. This is the method that is followed 
by the United States in its international 
tax treaties. The United States Treasury 
under these treaties loses revenue when 
it reduces its tax on income flowing from 
the United States to foreign owners. One 
justification advanced by treaty sponsors 
for this loss of United States revenue is 
the resultant 
United States taxpayers investing abroad. 


foreign-tax saving for 
Thus, the tax treaty is a device whereby 
our Treasury does pay the excess amount 
resulting from the higher foreign tax. 
It is, in effect, the monetary subsidy 
solution mentioned above. 


Foreign subsidiaries 

The foreign-tax credit is one of the 
two basic mechanisms of our income tax 
law which operate to meet the prob- 
lems of international double taxation. 
The second is the treatment of foreign 
subsidiaries. In attacks on the United 
States tax 


provisions respecting for- 


eign income, little is said about the 
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United States corporation operating 
through a foreign subsidiary abroad, yet 
this is the typical method of foreign in- 
vestment operation. And perhaps a main 
factor in the adoption of this method is 
the benefit accorded by the United 
States income tax to the foreign sub- 
sidiary form. 

The United States tax rate applicable 
to the income of a foreign subsidiary 
is zero, even where the subsidiary is 
wholly owned by a United States corpo- 
ration. Consequently, the only tax levied 
on that income as: earned is the foreign 
tax applicable to the subsidiary. At this 
stage, therefore, there is no aspect of 
competitive tax disadvantage or double 
taxation. Further, if the foreign country 
for its policy reasons adopts a low in- 
come tax rate or grants complete exemp- 
tion, the tax inducement is at once and 
fully applicable to the profits earned by 
the subsidiary. 

The United States zero tax rate on the 
profits as earned follows from our juris- 
dictional-tax rule that the profits of a 
foreign subsidiary are not subject to the 
United States tax until remitted to the 
United States parent corporation as 
dividends. 

Consequently, Congressional adoption 
and retention of the present jurisdic- 
tional rule taxing the profits of foreign 
subsidiaries only when remitted as divi- 
dends does represent a decision not to 
assert jurisdiction over those profits as 
earned. The decision may have been 
automatic when first made. But as the 
facets of the foreign income area de- 
velop, the continuation of the rule be- 
comes an increasingly important policy 
decision. The rule is a sensible accom- 
modation of our worldwide income rule 
to the fact that our foreign investments 
are subject to taxation at the source. 
If there are advantages 
to be obtained by insulating foreign 
profits as earned from the United States 
tax, the United States tempers its world- 


appreciable 


wide income rule to permit the taxpayer 
by foreign susidiary operation to obtain 
those advantages. 

The benefits of foreign subsidiary op- 
eration do not end with deferred taxa- 
tion. Even after the remission of the 
foreign profits as dividends, those profits 
are not subjected to the 52% corporate 
rate applicable to domestic income. 
When the foreign rate is 26%, the effec- 
tive United States rate on those foreign 
profits is only 45.2%. This seven-per- 
centage-point reduction is the result of 
the formula used to compute the foreign- 


tax credit of the parent when dividends 
are received from a foreign subsidiary. 
The United States parent is allowed a 
credit for the foreign taxes paid by its 
foreign subsidiary because the statute 
treats the taxes of the subsidiary as hav- 
ing been paid by the parent. Briefly, 
the formula has the effect of first allow- 
ing the foreign tax paid by the sub- 
sidiary as a deduction, since the United 
States tax is computed on the basis of 
dividends paid which in turn means 
foreign profits after foreign tax. It then 
allows a portion of the foreign tax paid 
by the subsidiary as a tax credit of the 
parent against its United States tax on 
the dividends. The maximum beneficial 
effect of this combined deduction and 
credit is felt when the foreign tax rate is 
26%. When that rate is zero or 52%, the 
beneficial effect disappears. Since the 
effective rates of many countries fall 
between 25% and 35%, the foreign sub- 
sidiary form generally results in an 
effective tax rate of around 45% on 
profits earned abroad. 

Where the foreign operation is con- 
ducted through a chain of two sub- 
sidiaries, under optimum foreign-rate 
circumstances the over-all tax burden 
is reduced to an effective rate of about 
40%. 

This result is not a necessary corollary 
of a foreign-tax-credit device. It was ap- 
parently not even considered when this 
aspect of the credit was adopted. Here 
again one is struck by the fortuitous 
origin of this preferential treatment ac- 
corded foreign income. As a result of a 
mathematical quirk in the tax-credit 
formula that appears to have been un- 
noticed when that formula was _insti- 
tuted, the effective tax rate on a large 
amount of foreign income is today 
almost 13% less than on domestic in- 
come. 


Tax-haven foreign subsidiaries 


A number of foreign countries have 
tax laws which do not impose income 
taxes on foreign-source income. Some- 
times this exemption is limited to hold- 
ing companies or other special types of 
corporations; sometimes it extends to all 
domestic corporations. A few countries 
do not have any income taxes. A num- 
ber of American corporations have 
chosen to centralize their foreign opera- 
tions in subsidiary: corporations formed 
in these countries. Most of these corpo- 
rations are simply holding companies 
which own the stock of still other for- 


eign subsidiaries conducting actual op- 
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erations in other countries. This pattern 
of foreign operation is called a third- 
country arrangement, and the countries 
involved are known as tax havens, profit 
sanctuaries, or the like. 

This pattern has distinct advantages 
in that the central tax-haven subsidiary 
can act as an investment clearing house 
for all of the foreign operations—ac- 
cumulating income, taking profits from 
operations in one country and invest- 
ing them in another—all without a tax 
toll to the United States. Moreover, 
when dividends are paid to the United 
States parent, the maximum advantages 
can be obtained under the foreign tax 
credit through the averaging of foreign 
rates and the control over the timing of 
the payments. All of these benefits flow 
from an extension to foreign holding 
companies of the United States juris- 
dictional insulation of foreign operating 
companies, 

American businessmen are somewhat 
ambivalent about these third-country ar- 
rangements. Many seem to feel that 
people regard the use of a Panamanian 
or a Lichtenstein or Bahaman corpora- 
tion as bordering on tax evasion, or at 
least as not being de rigueur in top 
corporate circles. At the same time the 
tax advantages of such an arrangement 
can be quite significant. Some businesses 
may solve the possible dilemma by using 
a Canadian subsidiary corporation, since 
the Canadian laws are favorable and a 
Canadian connection certainly has the 
flavor of fiscal and business respectability. 
For this reason, Canada which does not 
hold itself out as a tax haven may well 
become one. All of this raises an im- 
portant issue of American tax policy. 
We must first decide whether we desire 
to continue jurisdictional tax rules 
which grant these tax advantages as the 
result of the location of a foreign sub- 
sidiary in a tax haven. If so, we must 
then consider whether it is desirable to 
condition these advantages on the 
utilization of such a foreign subsidiary. 
It may be much more sensible to permit 
these same tax advantages through the 
utilization of an American holding com- 
pany, for the essential issue in this area 
is one of equality of tax treatment be- 
tween various forms of organization and 
not one of tax reduction. 


Western Hemisphere Trade Corpora- 
tions 


Ihe foreign tax credit and the treat- 
ment of foreign subsidiaries are the two 
mechanisms relied on by the United 


States in its tax law to balance the juris- 
dictional rule of taxing worldwide in- 
come when United States citizenship or 
incorporation is present against the 
problems of international double taxa- 
tion. In addition, still a third aspect 
of United States tax law dealing with 
foreign income is the special treatment 
accorded to western hemisphere trade 
corporations. This aspect is of quite a 
different nature, however, from the two 
preceding ones. It affirmatively estab- 
lishes a differentiation between foreign 
income and domestic income in terms 
of a lower United States tax rate ap- 
plicable to the foreign income. 

If a domestic corporation conducts 
all of its business in the western hemi- 
sphere, and 95% of its income is from 
sources outside the United States, then 
the rate of United States corporate tax 
applied to it is 14 percentage points 
less than the regular United States rate. 
Hence, these corporations, styled West- 
ern Hemisphere Trade Corporations, 
are today taxed at the maximum rate 
of 38% instead of 52%. 

In 1921, a determined effort was made 
to exempt foreign income from the 
United States tax in the case of those 
United States corporations that derived 
80% of their income from foreign 
sources. But many Congressmen could see 
no reason for our tax system to favor 
investment in foreign activities over in- 
vestment in domestic activities. There 
was also a widespread feeling that the 
provision would simply be a windfall. 
As a result, while the provision finally 
passed the House, it was defeated in the 
Senate. During the debate it developed 
that nearly the entire demand for the 
exemption arose from United States 
corporations operating in branch form 
in the Philippines, then a possession of 
the United States. After the defeat of 
the broad exemption, the Philippine 
provision was hastily revised to grant 
a future exemption for corporations that 
earned 80% of their income in a pos- 
session of the United States. But even 
such an exemption narrowed to our 
possessions would have been defeated 
in the Senate. Hence a_ significant 
proviso was added, stating that “all 
amounts received by such . . . corpora- 
tion within the United States, whether 
derived from sources within or without 
the United States,” shall be subject to 
tax. As so amended, the exemption for 
income earned in a United States pos- 
session but not remitted to the United 
States was adopted. 
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This provision exists in the same form 
today. It is generally thought of as a 
provision completely exempting from 
the United States tax those corporations 
whose business activities are conducted 
in United States possessions. But if it is 
interpreted in accordance with the 
understanding and intention in 1921, it 
is really only a deferral provision since 
the profits of the business are literally 
subject to tax when remitted to the 
United States, and this result was clearly 
intended. 

No changes were made in the tax law 
concerning corporate foreign investment 
until 1940. In that year the World War 
II excess profits tax was adopted, and 
exemption from that tax was granted to 
domestic corporations that derived 95% 
of their income from sources outside the 
United States. There does not appear to 
have been any Congressional discussion 
of this amendment in debates or reports 
—it was introduced as a floor amendment 
in the House. The rationale of this 
special treatment was that the excess 
profits tax related to fiscal problems of 
the American domestic economy and was 
designed to combat the rapid increase 
in domestic income brought about by 
defense spending. Some corporations 
whose business activity was elsewhere in 
the world, primarily Latin America, 
urged that they should not be affected 
by this tax. The argument may sound 
somewhat “provincial,” but it prevailed. 

In 1942, Congress, seeking more rev- 
enue, retained the normal tax rate of 
24%, but increased the corporate surtax 
from 7 to 16%. At the same time it 
granted an exemption from the surtax to 
western hemisphere trade corporations. 
This was the start of the preference 
which today exists as a 14-percentage- 
point reduction in tax rate. The legisla- 
tive history on this provision is meager. 
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As far as one can gather, several 
American corporations engaged in actual 
business operations in Latin America— 
Patino Mines in Bolivia, a telephone 
company in Argentina, and a railway 
company in Central America—asserted 
difficulties arising from the United States 
tax. In general, the argument was the 
same one that had been made in 1940 
concerning the defense program and 
excess profits tax: the contemplated in- 
crease in corporation taxes related to the 
American domestic economy and should 
not affect corporations operating abroad. 
The war was not their war just as in 
1940 the defense program and the excess 
profits issues were said to be matters 
apart from American corporations op- 
erating abroad. 

While the Treasury Department was 
not too happy about the resulting pref- 
erential treatment, it proposed as a 
solution that the impact of the wartime 
tax increases largely be lifted from these 
corporations by means of an exemption 
from the corporate surtax. The matter 
was not carefully considered by the 
Congress in view of the Treasury De- 
partment’s acquiescence in the request 
for tax relief. 

Western Hemi- 
Corporation 


In this fashion the 
sphere Trade provision 
came into the law. Clearly the isolated 
and atypical problems which were pre- 
sented in 1942 did not justify the broad 
rate reduction contained in that provi- 
sion. One is struck with the paucity of 
Congressional consideration and discus- 
sion of these issues in 1940 and 1942. 
One senses the pressure exerted by a 
few important or persistent taxpayers 
and ad hoc resolutions of their problems. 
Yet the principles and rationalizations 
poured into these provisions after their 
adoption are in marked contrast to their 
origins. 

The subsequent activity under the 
Western Hemisphere Trade Corpora- 
tion provision further illustrates the 
fortuitousness of the development of our 
present preferential treatment for for- 
eign income. When the provision was 
adopted in 1942, the corporations press- 
ing for a preference were engaged in 
actual operations in Latin America— 
mining, railway operations, telephone 
operations. At present, however, a corpo- 
ration engaging in actual operations in 
Latin America will usually find it more 
advantageous to use a foreign operating 
subsidiary than to receive the tax prefer- 
ence of the Western Hemisphere Trade 
Corporation provision. A few figures will 
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establish the comparative treatment of 
the two business forms and make under- 
standable the preference for the for- 
eign subsidiary form. Assume on the one 
hand that a Western Hemisphere Trade 
Corporation is operating a manufactur- 
ing plant in a Latin American country 
with a 26% tax rate and on the other 
hand that an American-owned foreign 
subsidiary is operating the plant. As the 
plant earns profits, the United States tax 
immediately applies at 38% to the West- 
ern Hemisphere Trade Corporation, 
whereas only the lower 26% foreign tax 
applies to the subsidiary. Let us assume 
that half of the profits are reinvested, 
so that the subsidiary will pay out the 
other half as dividends. Here the West- 
ern Hemisphere Trade Corporation tax 
is still 38%, on both the profits re- 
invested and the profits withdrawn, so 
that the effective over-all tax is 38% for 
the year. As for the subsidiary form, the 
combined United States rate after credit 
on the dividends and the foreign tax 
rate on the profits comes to 35.5%, still 
less than the Western Hemisphere Trade 
Corporation rate. This pattern of re- 
investment is fairly typical. 

When all the profits are remitted as 
dividends, the Western Hemisphere 
Trade Corporation’s effective rate is still 
38% and the United States parent’s 
effective rate, 45%. The advantage pos- 
sessed by the Western Hemisphere 
Tirade Corporation in this last situation 
is considerably reduced, however, if the 
Western Hemisphere Trade Corpora- 
tion is itself a subsidiary of a United 
States parent. This is often the case 
where a Latin American manufacturing 
corporation is involved. Here, as the 
profits pass from the Western Hemi- 
sphere Trade Corporation to its parent 
as dividends, an intercorporate divi- 
dends tax of 7.8% is applied under the 
United States tax. As a result the over- 
all effective rate in the case of the West- 
ern Hemisphere Trade Corporation 
form becomes about 43% as compared 
with the 45% for the subsidiary form. 
Thus, in industries conducting actual 
Latin American operations, the Western 
Hemisphere Trade Corporation provi- 
sion largely has appeal only for domestic 
corporations operating in branch form 
which either are unable or do not desire 
to operate through foreign subsidiaries. 

The most significant use of the West- 
ern Hemisphere Trade Corporation pro- 
vision has been in an area that was en- 
tirely unforeseen when the provision 
was adopted. Today it is largely a fea- 





ture of the export trade and not of in- 
digenous manufacturing activities in 
Latin America. The long step from the 
indigenous activities which were para- 
mount in the approval of the provision 
in 1942 to the export activities which 
dominate its use today lies in the magic 
phrase “sources without the United 
States.” Under our tax rules regarding 
the source of income, the profit from 
United States exports to Latin America 
arises in Latin America. Perhaps the 
statement that the profit can be ar- 
ranged to arise in Latin America would 
be more accurate, for attention must be 
paid to details. On the United States 
side, export operations must be sepa- 
rated from manufacturing. Hence con- 
cerns engaging in both activities must 
create domestic subsidiaries to buy goods 
from the manufacturing parent before 
they are exported to Latin America. 
Then, title must pass outside the United 
States. The more cautious firms add 
warehouses, sales offices, and other ex- 
port activities im Latin America. 

Most exporters could readily alter 
their normal business operations to fit 
these new, tax-dictated patterns. Once 
their business patterns were adjusted to 
the tax rules and carefully policed by 
tax counsel, exporters could readily 
enjoy the tax windfall which an irreso- 
lute Treasury, an uncritical Congress, 
and harried draftsmen handed to them. 


Current proposals for rate reduction 


At present there is a drive to secure 
a distinct United States tax preference 
for United States corporations having 
foreign income; the main goal is a 38% 
United States tax rate on those earn- 
ings. The so-called foreign investment 
wing in this drive seeks basically to re- 
strict the benefits of the 38% rate to 
investment income. But the exporters 
who are now a privileged class in the 
Western Hemisphere are not agreeable 
to being treated as second-class tax 
citizens in the rest of the world. They 
have formed a wing of their own in 
this drive and seek a 38% worldwide 
rate for exports as well. The failure of 
these two groups to join forces in the 
drive for the same tax goal has had the 
almost paradoxical effect of stalling the 
entire drive. 


[We omit here Professor Surrey’s dis- 
cussions of (1) the argument that re- 
duction of tax on foreign income would 
aid U. S. foreign economic policy by 
encouraging foreign investment and (2) 
the argument that tax reduction would 
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be an effective incentive to business. Ed.] 

The main force of the drive for tax 
reduction has been concentrated on in- 
come from foreign investment. One 
reason for this concentration is that tax 
reduction for all foreign income, includ- 
ing all export profit, would mean an 
immediate revenue loss of about $250 
to $350 million. Another reason is that 
the Treasury Department is opposed to 
tax reduction for exporters. It has said, 
“As a matter of national policy, it would 
not be desirable or wise for this country 
to subsidize exports by taxing profits 
from exports at a lower rate than profits 
from domestic sales.” 

Consequently, the current proposals 
seek to exclude export profits from the 
tax reduction. But the exporters view 
this matter differently. They stress that 
some amount of investment, largely in 
intangibles, is required even for the ex- 
port trade. They observe that the ex- 
porter of today may be the investor of 
tomorrow, so that there is reason to en- 
courage him today. A complicating ele- 
ment at this point is the fact that most 
direct investors are also exporters. Thus, 
although they manufacture some prod- 
ucts abroad, at the same time they also 
export replacement and spare parts for 
their foreign products or also export 
other related or even different products. 
Chis is the cause of a major dilemma 
for the investors, since all of the rate 
reduction provisions presented by the 
[Treasury Department are framed to ex- 
clude the export trade. These _provi- 
sions therefore would also have the 
effect of either excluding those investors 
who de some exporting or requiring 
them to upset their whole structure for 
foreign operations if they are to avoid 
that exclusion. Hence, it has been ex- 
tremely difficult for the investment wing 
to stir up much enthusiasm for the 
legislative proposals offered to date by 
the Treasury. Moreover, it is not an 
easy matter to find a feasible and prac- 
tical statutory dividing line which ex- 
cludes enough of the export group to 
satisfy the Treasury and still includes 
the investor group with complementary 
export activities. And, of course, since 
the export group is active in its own 
interests, it Can seize upon any conces- 
sion towards exports as the bridge to 
justify still other concessions to prevent 
what it claims to be unfair discrimina- 
tion. 


Technical services 


Che current legislative proposals for 


tax reduction offered by the ‘Treasury 
draw still another, and much more 
curious, distinction. The proposals 
would grant tax reduction for foreign- 
earned income derived from rendering 
technical or managerial services. But 
they would deny the reduction to royal- 
ties from the licensing of patents, 
processes, and know-how. Yet these two 
categories are closely linked. Moreover, 
making American inventions and ex- 
perience available through licensing ar- 
rangements may well be the most im- 
portant way for the United States to 
assist in the economic growth of under- 
developed areas. Thus, the Treasury’s 
insistence on the presence of an invest- 
ment risk as a qualification for tax re- 
duction—an insistence deriving from its 
desire to exclude exporters—has_ the 
effect of keeping that tax reduction from 
an important segment of American for- 
eign activity. This is not to say that tax 
reduction is any more warranted for 
royalties than for dividends or export 
profits. It does, however, point out the 
problems engendered by using tax re- 
duction as an incentive. 


Manufacture abroad 

The present Treasury tax reduction 
proposal draws another distinction, 
whose presence was forced by still other 
business groups with the aid of labor. 
The tax reduction is to be denied if the 
foreign investor who manufactures 
abroad sells his product in the United 
States. In the 1954 proposal, reduction 
was allowed if no more than 25% of 
the income came from this activity; in 
1955 the percentage was reduced to 
10%, which may indicate significant 
pressures in this area. It seems impos- 
sible to reconcile the denial of tax re- 
duction in this situation with the goal 
of aiding the underdeveloped countries. 
The Congress presumably is being made 
increasingly aware that incentives to 
foreign investment which result in 
manufacture and sale abroad have the 
effect of being competitively harmful to 
existing export markets abroad. * 


Certain matter omitted 


Professor Surrey goes on to discuss the 
argument that American business is at 
a disadvantage in competing for foreign 
markets because of U. S. taxes. The 
proponents rarely state the disadvan- 
tages precisely or show that a_ tax 
advantage would be passed on to for- 
eign consumers in the form of lower 
prices. He believes that about half 
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of the benefits of tax reduction would 
here flow to about 25 or 50 corporations, 
while nearly all of the benefits would go 
to about 150 corporations, consisting of 
some of the largest corporations in the 
U. S. 

Also excluded from this digest is 
Professor Surrey’s comments on the 
proposal that, by treaty, credit be 
allowed for income taxes waived for an 
initial limited period. He thinks it un- 
likely that Congress would approve 
credit for “ghost” taxes or that it would 
be willing to subject foreign countries 
to the peculiar pressure that such 
credits would undoubtedly engender. 

Finally, Professor Surrey concludes 
his study by summarizing the problems 
for further study as: 

1. the limitation of the foreign tax 
credit to income taxes; 

2. the favored position of the foreign 
subsidiary, especially the “tax haven” 
subsidiary over other forms of organiza- 
tion; 

3. the lack of reliable information and 
analysis of foreign taxes. 

4. the need for technical assistance to 
foreign countries wishing to set up their 
tax system to correlate with our tax 
system. 

5. the possibility of encouraging in- 
vestment by individuals, through invest- 
ment trusts, etc. 


New decisions 





Taxpayer on indefinite foreign assign- 
ments not foreign resident. Taxpayer 
claimed exemption of foreign salary for 
1947, 1948 and 1949, when he was em- 
ployed to set up factories in foreign 
countries. As soon as the new factory 
functioned smoothly, he moved to an- 
other country to set up another factory. 
He set up a factory for his employer in 
Australia and lived there from June 
1946 to October 1948. His next assign- 
ment was in Canada. Between assign- 
ments, he returned to the U. S. to 
marry his Australian fiancee. In July 
1949, he was transferred to England. 
The court finds that taxpayer never in- 
tended to become a resident of a foreign 
country. He had never set up a per- 
manent home. His intention was to be 
in foreign countries as long as his em- 
ployer directed him to stay. [Under cur- 
rent law, physical presence abroad for 
510 days in 18 months qualifies $20,000 
of foreign earnings for exclusion. Ed.] 
Weible, DC Calif., 4/6/56. 
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Does collateral estoppel apply to pre- 


and post-Culbertson family partnerships? 


by RICHARD A. PETRIE 


Before a tax man starts on the costs and troubles of litigation, he must consider 


how much can be settled. Will a decision today be binding in future years? Of 


course, each tax year is a separate issue, but to some, perhaps always imprecise, 


degree collateral estoppel operates to halt constant litigation if there is no really 


new issue in other years. Some of the boundaries of this doctrine are being deter- 


mined in litigation over family partnerships, where the landmark changes were not 


statutes or decisions overruling prior ones. They were changes in “legal atmosphere.” 


This subject was recently analyzed in the Wisconsin Eaw Review by Mr. Petrie, 


who is associated with Paul P. Lipton in their Milwaukee law practice. His article is 


a thoughtful one, and his conclusion, presented below, is that collateral estoppel 


applies. 


I 1941, Board of Tax 
Appeals considered claimed tax de- 
ficiencies for 1936 1937 in the 
Lynch declared the family 
partnership valid for income tax pur- 
1953, the 
question of 


WHEN the 


and 
case,! it 
poses. In Tax Court again 
whether _ this 
partnership was valid for tax purposes.? 


faced the 


The tax years involved were 1944 and 
1945. The taxpayer raised the defense 
of collateral estoppel; he claimed that 
this 
litigated. The Tax Court decided col- 


exact issue could not again be 
lateral estoppel was not applicable be- 
cause “the decisions in the Supreme 
Court cases cited have altered the legal 
concept of the facts essential for the 
determination of what constitutes a valid 
family partnership and have necessitated 
a broadening of the scope of inquiry 
in ascertaining whether or not such 
facts exist in a given case.” 

This determination was based on the 
declaration in Commissioner v. Sunnen,? 
that intervening decisions of the Su- 
preme Court may “so change the legal 
atmosphere as to render the rule of 
collateral estoppel inapplicable.” The 
Tax Court went on to hold the partner- 


ship invalid for tax purposes. 

An appeal was taken to the Seventh 
Circuit. In 1954, that court reversed the 
Tax Court and decided that collateral 
estoppel should apply in this case be- 
cause “the law as to what constitutes a 
valid partnership for tax purposes, fam- 
ily or otherwise, [had] not changed.’’4 
The change in legal atmosphere, the 
court declared, “a decisive 
change in the law,” and the Tax Court 
had only asserted that there had “been 
a change in the appraisement to be 
placed upon the facts. . . .” This meant, 
so the Seventh Circuit thought, “nothing 
more than that the Supreme Court [had] 
admonished that greater vigilance be 


had to be 


applied in determining whether a family 
partnership is bona fide, that is, for a 
business purpose, in contrast to a pur- 
pose to avoid taxes.” 


Cases of mixed fact and law 

The difference in approach to the 
collateral estoppel question by the Tax 
Court and the court of appeals in the 
Lynch case emphasizes the difficulty at 
times of applying this doctrine in taxa- 
tion cases. Certain principles are well 





established, however. Collateral estoppel 
is to be distinguished from the closely- 
related doctrine of res judicata which 
bars a second suit on the same cause of 
action. It is only when the second suit 
is on a different cause of action that 
collateral estoppel applies. 

The Supreme Court has held that 
each tax year gives rise to a distinct 
cause of action and has generally ap- 
plied the principle of collateral estoppel 
in the income tax field. In particular, 
the lower courts have applied it to the 
determination of the validity of a family 
partnership for tax purposes. 

Where the issue previously litigated 
involves a pure question of fact, there is 
little reason why the doctrine of col- 
lateral estoppel should not be con- 
sistently applied. But where the issue in- 
volves a mixed question of law and fact, 
as the determination of the validity of 
a partnership for tax purposes would 
appear to be, various policy considera- 
tions arise which tend to limit the ap- 
plication of the doctrine. The chief 
consideration is that if a certain “de- 
termination is perpetuated each 
succeeding year as to the taxpayer in- 
volved in the original litigation, he is 
accorded a tax treatment different from 
that given to other taxpayers of the 
same class. As a result, there are in- 
equalities in the administration of the 
revenue laws, discriminatory distinctions 
in tax liability, and a fertile basis for 
litigious confusion.” As a result of such 
“discriminatory distinctions” the rule of 
collateral estoppel has never been ap- 
plied in the court of customs appeals. 
The unfair competitive advantage or 
disadvantage which such a binding de- 
termination as to the classification of 
imports would give to an importer 
would ‘seem even more serious than the 
discrimination would arise in 
the income tax field. The fear has also 
been expressed that instead of such a 
rule preventing additional litigation, a 
party to an considering the 
future binding effect of a decision in the 
Tax Court, may be more apt to appeal 
his case and thus increase rather than 
reduce the burden on the courts. 


which 


action, 


Change in legal atmosphere 

As a-result of such policy considera- 
tions, collateral estoppel is not applied 
in tax cases when the fact situation has 
changed since the previous litigation. It 
is also not applicable when the “legal 
atmosphere” has changed since the first 
suit. It is in the application of this latter 
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rule that various problems arise. The 
Lynch case is an excellent example of 
the difficulties that may be encountered 
in determining whether such a change 
in the “legal atmosphere” has occurred. 

The court of appeals in the Lynch 
case was of the opinion that collateral 
estoppel would bar the relitigation of 
the validity of a family partnership 
where there had not been a “decisive” 
change in the law. But the case which 
was cited as requiring this decisive 
change involved patent law in which 
a rigidly-applied doctrine of collateral 
estoppel would not seem to have such 
a discriminatory effect. Furthermore, 
Commissioner v. Sunnen, the founda- 
tion of the “legal atmosphere” prin- 
ciple, does not seem to warrant the 
interpretation that a decisive change in 
the law is necessary to prevent the ap- 
plication of collateral estoppel. The 
court in the Sunnen case speaks of in- 
tervening court decisions as having 
given “added emphasis and substance to 
[the] concept” and of “the clarification 
and growth of these principles” as a re- 
sult of them. It further comments on 
the “amplification of this concept” and 
the “expanded notions” which have re- 
sulted from these intervening decisions. 
The connotation of the term “legal 
atmosphere”’ itself does not seem to re- 
quire a decisive change in the law. 

Che court of appeals in the Lynch 
case criticized the Tax Court for apply- 
ing the rule in the Sunnen case to a 
situation where intervening Supreme 
Court decisions had only changed the 
“legal concepts of the facts essential” in 
determining the validity of a family 
partnership and had merely “necessi- 
tated a broadening of the scope of in- 
quiry in ascertaining whether or not 
such facts exist in a given case.” From 
the viewpoint of the court of appeals 
this was not a “change of the law as to 
what constitutes a valid partnership” 
but only a “change in the appraisement 
to be placed upon the facts’; the Su- 
preme Court in these intervening de- 
cisions had only “admonished that 
greater vigilance be applied in determin- 
ing whether a family partnership is 
bona fide.” Whether the Sunnen case 
justifies this distinction between a strict 
change in the law on the one hand and 
a change in the legal concepts of the 
essential facts and scope of inquiry on 
the other should be considered in the 
light of the following quotation from 
Sunnen: 

“True, these cases did not originate 


the concept that an assignor is taxable 
if he retains control over the assigned 
property or power to defeat the receipt 
of income by the assignee. But they 
gave much added emphasis and_ sub- 
Stance to that concept, making it more 
suited to meet the “attenuated subtle- 
ties” created by taxpayers. So substantial 
“was the amplification of this concept as 
to justify a reconsideration of earlier 
Tax Court decisions reached without 
the benefit of the expanded notions, de- 
cisions which are now sought to be 
perpetuated regardless of their present 
correctness.” 

The Supreme Court seems to say here 
that the intervening cases did not create 
new law but merely amplified and 
expanded the original concept. This 
appears to be approximately what the 
Tax Court in the Lynch case had said 
in relation to the determination of the 
validity of a family partnership. It seems 
that the court of appeals in the Lynch 
case has excluded the application of the 
rule in the Sunnen case from an area 
where it was originally intended to 
operate. 


Intent is a mixed question 

The appellate court in the Lynch 
case pointed to the determination by 
the Board of Tax Appeals in the 1941 
case that there was good-faith intent to 
enter into a partnership for a business 
purpose. This the court declared was a 
simple question of fact, which even the 
Sunnen case held could not be re- 
litigated. Since the test of the validity 
of a family partnership under Com- 
missioner v. Culbertson® was still one 
of good-faith intent, the court declared 
the question of the validity of the part- 
nership was also not to be reopened for 
litigation. This analysis is correct, it 
seems, if the determination of good-faith 
intent is a pure fact question. Though 
it has been so designated by the Supreme 
Court in the Tower case,® the problem 
of collateral estoppel was not then in- 
volved. But the question of the validity 
of a family partnership is a mixed one 
of law and fact. If good-faith intent is 
the test of a valid partnership, it seems 
the two are equated. Determination of 
one means that the other follows neces- 
sarily. Apparently then, the question of 
good-faith intent should be more appro- 
priately designated a mixed question of 
law and fact. Though the question is 
determined by consideration of various 
facts, the question of what good-faith 
intent actually is seems to be one of 
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law. The rule in the Sunnen case, re- 
ferring to a change in the legal at- 
mosphere, could then be applied. What 
must be next determined is whether 
there has actually been such a change 
in the legal concepts concerning the 
family partnership. 


The family partnership 


The Tower and Lusthaus™ cases 
brought about the first major change in 
the family partnership field after the 
Board’s 1941 decision in the Lynch 
case. The Court in the Tower case re- 
affirmed the requirement of a showing 
that the alleged partners really intended 
to carry on business as a partnership. 
But the court went further and began 
to furnish “some guides to the deter- 
true intent.” Specifi- 
cally, consideration was given io the 
taxpayer's retained control over the in- 
come and whether it was used for the 


mination of . 


same family and business purposes as 
before. In addition certain other facts 
were mentioned which were to be 
taken into account in determining the 
reality of the partnership. They in- 
cluded the fact of contribution by the 
new partner of vital additional services 
or original capital and the fact of sub- 
stantial contribution to the management 
and control of the business. 


Later cases 


In later cases the lower courts erron- 
eously treated these latter facts as objec- 
tive tests which had to be met to estab- 
lish a valid partnership for tax purposes. 
In the Culbertson case, the Supreme 
Court attempted to correct this erron- 
eous view and declared that these were 
merely circumstances to be considered 
in determining the good-faith intent of 
the parties. The Court further enlarged 
upon the concept of good-faith intent 
by emphasizing that all the facts were 
to be considered. It then enumerated: 

“The agreement, the conduct of the 
parties in execution of its provisions, 
their statements, the testimony of dis- 
interested persons, the relationship of 
the parties, their respective abilities and 
capital contributions, the actual control 
of income and the purposes for which it 
is used.” 

The Court also remarked that a gift 
of a capital interest would not in itself 
1 P- 


H BTA Mem. Dec. 41,227, at 481. 
TC 1052 (1953). 
3 


-2d 574, 580 (1954). 
U.S. 733 (1949). 
U.S. 280 (1946). 
U.S. 293 (1946). 
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defeat the validity of the partnership 
for tax purposes if the new partner 
exercised some control over the disposi- 
tion of the income, for “whether he is 
free to, and does, enjoy the fruits of the 
partnership is strongly indicative of the 
reality of his participation in the enter- 
prise.” Furthermore, in determining the 
true intent of the parties where a gift 
is made of a share in the partnership, 
the Court emphasized the importance of 
distinguishing between active participa- 
tion by the donee in the partnership 
affairs and mere passive acquiescence to 
the will of the donor. 

Thus, the main distinction between 
the law applied in the 1941 case and that 
which existed after the Culbertson case 
was the broadened legal concept of what 
actually was. The 
courts had expanded the notion of the 


good-faith intent 
various facts to be considered in deter- 
mining the existence of good-faith in- 
tent and the resulting validity of the 
family partnership. This growth and 
clarification of the principle of good- 
faith intent in the area of family part- 
nership sufficient to be that 
change in “legal atmosphcre” described 
in the Sunnen case. w 
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Form 1099 may now be 
sent to eastern office 


Business firms and corporations located 
in the eastern United States may now 
send Form 1099, U. S. Information Re- 
turn, direct to the recently opened 
Northeast Service Center of the Internal 
Revenue Service at Lawrence, Massa- 
chusetts. Forms 1099 are completed by 
companies in order to reflect thereon 
various types of earnings and payments 
made by them and not reported on 
Form W-2. 

The Midwest Service Center at Kan- 
sas City, Missouri will continue to serve 
taxpayers in the midwest and western 
United States. 

Many eastern corporations will now 
be able to avail themselves of the more 
favorable shipping rates to the new 
Northeast Service Center. 

The addresses of these centers are: 
Northeast Service Center 
Internal Revenue Service 
6 Lake Street 
Lawrence, Massachusetts 
Midwest Service Center 
Internal Revenue Service 
1400 East 95th Street 
Kansas City 14, Missouri 
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Stockholder received taxable dividend 
in appropriating corporate funds. Daw- 
kins, the taxpayer, who was in complete 
control of a family corporation, ad- 
mitted he had diverted to his own use 
proceeds of sales made by the corpora- 
tion and thereupon caused amended 
corporate returns to be filed. The Tax 
Court taxed the sales to Dawkins as a 
dividend. This court affirms, but it 
allows a credit for salary reported as in- 
come but never collected from the 
corporation. Dawkins, CA-8, 11/5/56. 


Can’t sue in district court for refund 
implicit in Tax Court decision. Tax- 
payer was a member of a partnership 
which in 1942 and 1943 sold goods 
to a corporation owned by several part- 
ners. The partnership claimed a bad 
debt in 1943 for uncollectible sales to the 
corporation. This was denied by the Tax 
Court (Schnitzler, 13 TC 43, aff'd, 183 
F2d 70, cert. den.). The Tax Court 
reasoned that the sales were in reality 
contributions to capital. Taxpayer then 
brought suit for refund of 1943 tax 
arising from a recomputation omitting 
the sales. The district court held that 
such a suit was not barred. This court 
reverses. The Code specifically denies 
suit once the taxpayer petitions the Tax 
Court. The one exception to this rule 
permits suit for “any amount collected 
in excess of an amount computed in 
accordance with the decision of the Tax 
Court which has become final.” This 
has been interpreted by the courts as 
not permitting a relitigation of a year. 
There is little legislative history of this 
exception, but the court here says that 
to interpret it as taxpayer requests would 
be to permit reopening many cases. Tax- 
payer’s situation is quite ordinary. Wolf, 
CA-9, 11/14/56. 


Corporate officer didn’t rely on attorney; 
penalty for failure to file upheld. The 
Tax Court held that taxpayer’s failure 
to file a personal holding company re- 
turn was not due to reasonable cause. It 
assigned as one of the reasons for its 
holding the fact that an attorney who 
had been consulted was not a tax expert. 
The court of appeals rejects this reason- 
ing. Reliance on an attorney would be 
reasonable cause for failure to file, but 
here his advice had neither been sought 
nor relied upon. The responsibility was 


left to the corporation’s secretary who 
didn’t look up the pertinent section of 
the Code. The officer’s failure to study 
it himself or seek advice is inexcusable. 
Mayflower Investment Co., CA-5, 12/ 
26/56. 


Extension of time in offer in compromise 
valid despite immediate rejection. Tax- 
payer made an offer in compromise 
which included a voluntary extension 
of the Commissioner’s time for assess- 
ment for the period the offer was pend- 
ing. The Commissioner did not formally 
reject the offer for three months, al- 
though the extension in the offer would 
have made this suit by the Commissioner 
timely. However, taxpayer argues that he 
was criminally indicted the day after 
the offer was submitted and that the 
offer should be considered rejected then. 
The court holds the civil and the crim- 
inal actions were entirely separate; the 
offer was pending until formally re- 
jected, and this action is timely. Smith, 
DC W. Va., 11/21/56. 


Can’t revoke feeder’s charitable exemp- 
tion retroactively. The taxpayer founda- 
tion was organized in 1945 and received 
an exemption as a charitable organiza- 
tion. In 
voked the exemption retroactively. ‘The 
Tax Court upheld the Commissioner. 
This court reverses, saying it need not 
determine whether taxpayer was en- 
titled to the exemption (it operated 
cotton mills which did business with 


1951, the Commissioner re- 


the owner), because the Commissioner 
acted beyond his powers in revoking 
retroactively. The court notes that there 
have been few cases dealing with in- 
dividual rulings, and it notes the IRS 
policy of honoring its rulings. It points 
out that in Automobile Club of Mich- 
igan (230 F2d 585 cert. granted 10/8/ 
56) a retroactive revocation of a ruling 
was upheld but that only two back years 
were involved and the taxpayer did not 
assert it relied on the ruling. The tax- 
payer here is not estopped: it gave the 
Commissioner full information on its 
business activities. Lesavoy Foundation, 
CA-3, 11/12/56. 


Pending refund suit does not bar suit 
for same » ’ar against successor Collector. 
About the same time that taxpayer was 
bringing suit for refund of 1948 tax, a 
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second assessment for that year was 
issued by a new District Collector of In- 
ternal Revenue. The suit here is for 
refund of the second assessment. The 
court holds that the second assessment 
was untimely, being more than three 
years after filing of the return. Nor is 
the taxpayer barred by the judgment in 
the suit for refund of the first assess- 
ment. The second suit is against a differ- 
ent Collector and res judicata applies 
only to litigation between identical 
parties. Ball, DC Ala., 11/20/56. 


Loss in closed year may be examined 
to determine carryovers. Taxpayer claim- 
ed the carryover of a business loss from 
1950 to 1951 and 1952, the years under 
review. The year 1950 was closed. The 
Commissioner disallowed the loss carry- 
overs on the ground that a corporation 
and not the taxpayer carried on the los- 
ing business. Taxpayer argued that be- 
cause 1950 was a closed year the Com- 
missioner is barred from disallowing the 
carryover. The court holds it can deter- 
mine proper deduction for 1951 and 
1952, and that it is permitted to examine 
the 1950 deduction. The Commissioner’s 
determination is upheld. Kensal, Jr., 
TCM 1956-289. 


No inconsistent position in not allow- 
ing deduction for repairs deducted from 
basis on sale. Taxpayer was a member 
of a joint venture which owned and 
operated a steamship. In computing his 
income for 1941, he treated repairs of 
about $41,000 as a capital item. In a Tax 
Court proceeding for 1941, in which the 
Commissioner unsuccessfully attempted 
to tax the steamship’s income to a 
corporation, the court held that half of 
the repairs was deductible as an ordin- 
ary expense. Taxpayer here seeks re- 
1941 tax. The reason the 1941 
lax Court 


fund of 
determination did not of 
refund to 
was that taxpayer’s individual tax was 


itself result in a taxpayer 
not at issue. The statute of limitations 
for a regular refund claim for 1941 had 
expired, and taxpayer had to rely solely 
on Section 3801, which opens closed 
years if the Commissioner adopts an 
inconsistent position. The inconsistency, 
he argued, was the 1942 treatment. 

Che ship was sunk in 1942, and the 
taxpayer realized a gain as a result of 
receiving the insurance. The Commis- 
sioner computed the basis by includ- 
ing only one-half of the repairs. The 
district court held Tax Court’s find- 


ing in 1941 was a determination, but 


1942 was con- 
sistent with it. Taxpayer did not estab- 
lish his right to an adjustment under 
Section 3801. This court affirms. Sher- 
over, CA-2, 11/5/56. 


the Commissioner in 


Limitation on carryback claim runs 
from year of loss. Taxpayer in March 
1947 filed a claim for refund of 1941 
taxes based on a carryback of an excess 
profits tax credit unused in 1942. The 
Tax Court held that the law provides 
that claims for carrybacks must be filed 
with 3914 months of the close of the 
year of loss. Thus even though 1941 
was open, the claim for the carryback 
was barred. The court of appeals 
affirms but uses a different reason. Be- 
cause taxpayer had signed waivers for 
1941 the time was extended for the 
period the Commissioner could assess. 
But the Commissioner was bound by a 
previous Tax Court decision on other 
1941 issues. Under res judicata, the year 
was settled even for issues that were not 
raised. The Commissioner being barred, 
the taxpayer could not open the year. 
Claremont Waste Mfg. Co., CA-1, 11/ 
16/56. 


Only relevant records of third party 
can be subpoenaed. The district court 
had issued an order to the appellant, a 
union, to produce all its records for a 
ten-year period in connection with the 
tax examination of a union official. This 
court holds the subpoena is too broad 
and would be an invasion of the right 
of privacy. The case is remanded to the 
district court to examine the documents 
and to enter an appropriate order re- 
quiring records only. One 
dissent: the right to issue the subpoena 
and have 


relevant 


it enforced stems from the 
right of tax officials to carry on an in- 
vestigation merely on suspicion that the 
law is being violated or even just be- 
cause they want assurance that it isn’t. 
Local 174, International Brotherhood of 
Teamsters, CA-9, 11/8/56. 


Contempt for ignoring IRS demand for 
records. The agent examining the re- 
turns of taxpayers, president and vice 
president of a corporation, issued an 
them to 
produce certain corporate records. Upon 
their failure to comply, the district 
court show cause contempt 
order. On continued refusal, it found 
contempt, from which judgment this 


administrative subpoena to 


issued a 


appeal is taken. Taxpayer contends that 
the Government had no right to photo- 
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stat his records, that evidence for a 
criminal prosecution was being sought, 
and that there was not a sufficient show- 
ing of investigation of fraud to avoid 
the bar of the statute of limitations. The 
court holds that taxpayer’s records may 
be examined for the purpose of deter- 
mining the “correctness” of his tax re- 
turn and to determine his liability for 
taxes. Photostating is a necessary phase 
of examining. Determining whether 
there has been fraud is a step in deter- 
mining the tax liability. The statute of 
limitations does not bar the examina- 
tion on a showing of the possibility of 
fraud. Boren, CA-9, 12/31/56. 


Tax Court has jurisdiction, though 
return was filed by “executors,” and 
claim by “trustees.” [Acquiescence] De- 
cedent who resided in Great Britain 
created by will U. S. trusts, of which 
petitioners were trustees. As required by 
the Code, they filed a U. S. estate tax 
return as executors. The Tax Court held 
it had jurisdiction to find an overpay- 
ment in favor of the petitioners as 
trustees and transferees. The designation 
on the estate tax return as executors was 
for convenience. Wilson Estate (N.Y. 
Trust Co., Trustee), 26 TC No. 31, acq. 
IRB 1956-46. 


Tax Court petition must be mailed by 
90th day. In a brief opinion, the court 
upholds the ‘Tax Court’s denial of juris- 
diction. Apparently, taxpayer claimed 
it mailed its petition on the 90th day 
after the notice of deficiency. Though 
the 1954 Code treats date of mailing as 
date of filing, it appears that taxpayer 
lost because the postmark was on the 
91st day. Galvin, CA-2, 12/3/56. 


Agent and EPT Council considered new 
issue in amended claim; this waived late 
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filing. Taxpayer filed a timely claim for 
refund of excess profits tax based upon 
a carryback. After the three-year limita- 
tion period expired, it filed an “amended 
claim” asking for 722 relief. This new 
issue was not therefore timely. However, 
in the light of subsequent conduct by 
considering the 
holds the 
latter was fused with the original timely 


the Commissioner in 


amended claim, the court 
claim warranting allowance of the re- 
quested refund. Wilmington Gasoline 


Corp., 27 TC No. 55. 


No brief filed; deficiency sustained. The 
Commissioner disallowed certain capital 
losses on taxpayer’s return determined to 
be “wash sales’ of stock. Since no brief 
was filed on behalf of taxpayer, the 
court sustains the Commissioner's de- 
termination. Newburgh, TCM 1956-268. 


IRS explains how to determine interest 
on carryback adjustment. Interest on 
any overpayment of tax resulting from 
a net operating loss carryback will be 
allowed from the first day of the year 
following the loss year or the actual date 
of payment, whichever is later. Interest 
at 6% will be charged on any unpaid 
tax extinguished by reason of a carry- 
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back of a net operating loss from the 
due date of such tax, or the respective 
due dates of unpaid installments, to 
the last day of loss year. Rev. Rul. 56- 
668.. 


Joe Louis loses another round; trusts 
liable for his taxes as transferees. Joe 
Louis transferred personal funds to his 
wife under an agreement obligating the 
wife to apply half such funds toward 
the creation of trusts for their children. 
Louis is held to be the actual donor of 
and since he was in- 
solvent at the time of the transfer, the 
trustee was liable as transferee in re- 
spect of Louis’ delinquent income taxes 
to the extent of the property received. 
Spaulding, 27 TC No. 53. 


the trust funds, 


Interest on “potential” EPT deficiency 
ends upon recognition of right to 722 
relief. ‘The Commissioner assessed in- 
terest on potential deficiencies (i.e., de- 
ficiencies wiped out when 722 relief was 
granted) date of the 
to the signing of the second 


from the due 
return 
Form 874 (accepting adjustments and 
waiving restrictions on assessment). The 
taxpayer signed this form for 1941. The 


first 874, which he signed in 1943, agreed 





to various adjustments and included 
allowance of 722 relief. The second (in 
1945) was required by further correc- 
tions in the computation of the credit. 
The court reviews the Koppers case (348 
U.S. 254) in which the Supreme Court 
held that 722 abates tax when relief 
is allowed; interest is collectible on 
potential deficiencies computed under 
the general rule because the Govern- 
ment was entitled to use of the tax from 
the due date of the return till relief is 
allowable. In this case, relief was allowed 
by the first 874. Interest stops then. 


Ferguson, Inc., Ct. Cls., 12/5/56. 


Remittances now payable to “Internal 
Revenue Service.” To establish a 
form designation that will not be bur- 


uni- 


densome for the taxpayer to write on 
the average-size check, the Service has 
designated “Internal Revenue Service” 
as the payee on all tax remittances in 
lieu of “District Director 
Revenue.” Rev. Proc. 56-41. 


of Internal 


May produce own 1957 W-2s. Substitutes 
for 1957 W-2s may be privately printed 
with slight variations in format and 
used without Service approval if stated 
conditions are met. Rev. Proc. 56-38. 
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NEW DEVELOPMENTS IN 
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Government urged to press for combined 


annual reporting of OASI and withholding 


_ THE INTRODUCTION last month 
of HR 239 by Rep. Jenkins, com- 
bined annual reporting of OASI and 
income-tax withholding moves a step 
nearer. As we wrote last week to Secre- 
tary Folsom (of Health, Education and 
Welfare) “Encouragement is offered by 
the fact that the President in his budget 
message stated ‘Legislation is recom- 
mended to improve coordination be- 
tween old-age insurance tax and income- 
tax reporting procedures.’ ” 

This is a step that has been long de- 
sired in the business world, we told 
the Secretary. Back in 1954, the writer, 
representing the Commerce and Indus- 
try Association of New York before both 
the House Ways and Means Committee 
and the Senate Finance Committee, then 
considering changes in the Social Secur- 
ity Law, said, referring to the desirabil- 
ity of eliminating quarterly reports: 

“The Commerce and Industry Asso- 
ciation strongly urges that the Congress 
give consideration to the reporting of 
the OASI program on an annual basis. 
There is no justification for continuing 
the quarterly reports. 
reports complicate the 
payroll and accounting procedures of 
every business firm. They add greatly to 
the operating expenses and they are a 
complete economic waste. There would 
seem to be no reason why the social se- 
curity records for a current year could 
not be put on a request reporting basis. 
As a matter of fact, the records them- 
selves are usually six months late in be- 
ing posted, so that when current wage 
information is necessary in connection 
with a survivors claim for benefits it is 
very often necessary for the social secur- 
ity agency to secure current information 
from the employer. Request reporting 
has been found practicable in adminis- 
tering the unemployment insurance pro- 
gram in many states. In an industrial 


“Quarterly 


state like New York and in many other 
states wage information is now given to 
the unemployment insurance company 
on a request reporting basis, thereby 
eliminating the quarterly listing of 
names of employees and the amounts 
paid to such employees. 

“On the Federal side millions of dol- 
lars could be saved annually by elimin- 
ating the need for processing these rec- 
ords. The W-2 form for income tax pur- 
poses and Form 941 should be combined 
in a single annual report. 

“It would be well to point out that 
reporting of wages for the self-employed 
has been on an annual basis and worked 
well. In the same manner as with the 
self-employed, four quarters of coverage 
can be credited for each year in which 
the individual had earnings of $400 or 
more.” 

“Your proposal can only have meritor- 
ious results, yet it is opposed by certain 
leaders in the labor field—not on its 
merits, but because they fear that the 
elimination of the quarterly reports at 
the Federal level will lead to the spread 
of ‘request reporting’ for unemploy- 
ment insurance at the state level. Let us 
hope that the members of Congress will 
recognize the shallowness of this argu- 
ment and enact HR 239 into law.” 

The Commerce and Industry Associa- 
tion has recommended a further simpli- 
fication in administrative procedures 
long sought by business, namely, the 
simplification of payroll tax deductions. 
In this regard, we testified: 

“We propose that the Ways and 
Means Committee consider a procedure 
for simplifying the payroll tax deduc- 
tions so as to reduce the administrative 
burden now insured by employers under 
current statutory requirements. Specif- 
ically, we recommend that the law be 
amended to include a payroll tax table 
under the wage bracket method, which 
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table would combine the tax deductions 
required under both the income tax 
(Section 1622) and the social security tax 
(Section 1400) provisions. 

“With the increase in state and local 
payroll taxes imposed on a withholding 
tax basis many employers have recently 
found it necessary to deduct the two 
federal taxes on a combined basis. The 
Internal Revenue Bureau has approved 
a combined withholding table but the 
brackets in such table are functions of 
the 2% FIC employees tax rate. Our 
proposal contemplates that the brackets 
under the simplified procedure would 
conform to the brackets provided in Sec- 
tion 1622. The introduction of a simpli- 
fied method of payroll tax deductions 
would have no material effect on the 
revenue obtained under these two laws. 
Simplified payroll tax tables would ma- 
terially aid the small employer whose 
accounting department is not equipped 
with high speed machines and who is 
required to prepare his payroll on a 
manual or semi-manual basis.” 

You will note that we referred to the 
combined tables approved by the In- 
ternal Revenue Service. By way of com- 
parison, these tables produced commer- 
cially contain as many as 80 pages. Sim- 
plified combined withholding _ tables 
using the wage bracket method are only 
one-fourth as voluminous. A sample 
copy of such tables is enclosed for your 
study. (See JTAX January, 1955) 

I find that on July 9, 1953, Mr. Ed- 
ward F. Neubecker, assistant secretary 
and assistant treasurer of the Burroughs 
Corporation presented the same pro- 
posal to the House Ways and Means 
Committee. In part, he testified as fol- 
lows: 

“These advantages add up substan- 
tially in terms of greater accuracy, speed 
of operation and ease in handling. Our 
own payroll department has made thor- 
ough comparisons, and estimates savings 
of more than fifty (50) percent in this 
phase of their payroll operation. Con- 
sidering that the average employee's 
payroll entry involves from seven to ten 
amounts, including various earnings 
and donations, the overall savings in the 
cost of an employer’s payroll writing 
operation might be conservatively esti- 
mated at from five (5) percent to eight 
(8) percent. 

“I might say here that we print and 
distribute withholding charts to our 
customers and others who request them, 
on a gratis basis. We have distributed 
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940,000 copies since November 1, 1951. 
We have also distributed 55,000 copies 
of our proposed combined chart to 
determine employer reaction, because 
we have been aware of their difficulties 
in this matter. Their comments have 
been uniformly favorable, even enthu- 
siastic. These companies include many 
of the largest corporations in the United 
States.” 

None of the proponents of the “Sim- 
plified Combined Witholding Tables” 
recommend that its use be adopted to 
the exclusion of other system. 
Rather, it is merely recommended that 
the law be amended to authorize the 
use of such tables at the option of the 


any 


employer. ve 


$33.4 million surplus 
unemployment tax paid to 
states 


IN OUR VERY FIRST issue (June 1954), we 
discussed the Reed Bill of 1954 which 
was then under consideration in the 
This bill, subse- 
quently passed, was intended to divert 
back to the various states a substantial 
part of the amount by which the Federal 
Unemployment Insurance tax collections 


Senate. which was 


exceeded the costs of administering the 
state programs. To do this, it provided 
that, after the state administrative costs 
were paid, a $200 million fund should 
be established for the purpose of fur- 
nishing advances to those states whose 
unemployment insurance -reserves might 
be in a depleted condition. Once this 
fund the remaining 
excess was to be returned to the states 
in the that each state’s 
covered payroll bears to the aggregate 


was established, 


proportion 
of the covered payrolls of all states. 


At June 30 of this year, the $200 
million had been established and there 
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remained approximately $33.4 millions 
available for distribution to the states. 
It is estimated that the distributions 
to the states will be equivalent to .033 
per cent of payroll (1/30 of 1%). Dollar- 
wise, the amounts range from more than 
$4 million in New York to less than 
$50,000 in North Dakota. wv 


New sick-pay statement 
draws fire from employers 


Now THAT we have had a chance to talk 
over with some practitioners the IRS’ 
new procedure for reporting sick pay 
[Rev. Proc. 57-1, 6 JTAX 109] we find 
that many of them aren’t altogether 
happy with it. 

While this new procedure has met 
with some approval, many employers 
feel that some of the requirements are 
not necessary. For instance, of what real 
use is the employee’s address? Wouldn’t 
the social security number, which does 
not change during the year or from year 
to year, be more appropriate? Also, why 
must the excludable sick pay be shown 
on the withholding statement in addi- 
tion to the sick pay statement? Many 
payroll procedures cannot be adapted 
to this requirement. It is hoped that im- 
provements in this procedure may be 
devised during the coming year. * 


Three states release new 
unemployment decisions 


Wiruin the past month or two, deci- 
sions of general interest have been hand- 
ed down in Kentucky, Michigan and 


Arkansas. 
Kentucky—Employer advised Division 
of Unemployment Insurance that it 


would appeal a referee’s decision in a 
certain case only if a particular employ- 
ee of the Division felt that it should 
appeal. The Commission held that this 
could not be accepted as an employer 
appeal since there was no clear indica- 
tion of such intention. 
Michigan—Claimants were laid off 
early in 1954 and were still unemployed 
when the company notified them that 
the weeks ending July 31 and August 7, 
1954, would be a vacation period and 
paid them amounts designated as vaca- 
tion pay, in accordance with the union 
contract providing for vacation pay 
based on length of service and for a 
2-week vacation shut-down during July 
or August at the company’s discretion. 
The Circuit Court of Wayne County 





held that the claimants’ status as un- 
employed was not changed by the re- 
ceipt of such pay, but held further that 
the money paid to them as vacation pay 
constituted remuneration which was re- 
quired to be offset against weekly benefit 
amounts. (For comparisons on treatment 
of vacation pay, see JTAX for July 1954 
and July and August 1956.) 
Arkansas—Claimant quit her job to go 
with her husband to another state 
where he had a prospect of work which 
did not materialize. The Commission 
held the claimant subject to disqualifi- 
cation for having left work voluntarily 
to perform household duties and not to 
join her husband in a new place of resi- 
dence since he did not establish a resi- 
dence in the new locality. * 


New Ruling complicates 
non-cash remuneration 


CONGRESSMAN KeEoGH has introduced HR 
1152 which would extend to all noncash 
remuneration the relief from withhold- 
ing previously granted to such items 
given to retail commission salesmen 
when HR 542 was adopted in the last 
Congress. (See 3 JTAX 312) At the time 
of the original enactment, it was point- 
ed out that restricting this measure 
merely to retail commission salesmen 
was inequitable since there was no ques- 
tion but that the same bookkeeping dif- 
ficulties are involved in withholding 
taxes whenever noncash payments are 
made to any employee. HR 1152 would 
eliminate this inequity. 

Whether the benefits intended by HR 
542 and by HR 1152 (if enacted) will 
actually somewhat in 
doubt. This is because of the position 
taken by the Internal Revenue Service 
in Revenue Ruling 57-18 [See page 193. 
Ed.| wherein it is required that noncash 
remuneration for retail 
salesmen, even though not subject to 


materialize is 


commission 


withholding, must, nevertheless, be in- 
cluded in total wages shown on Form 
W-2. It had been anticipated that em- 
ployers would be permitted to report 
such remuneration on Form 
1099. Revenue Ruling 57-18 specifically 
prohibits this. It may be just as difficult 
for some employers to incorporate non- 
cash remuneration in total wages on 
Form W-2 at the end of the year as it is 
to withhold on such items currently. 
This again appears to be an area where 
certain options as to methods of report- 
ing should be afforded to employers. * 


noncash 
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Record rise in sales and gross receipts 


revenues leads state taxes to new high 


- FISCAL 1956, state revenues jumped 
as they have never jumped before. 
The. increase was a phenomenal $1.7 
billion to a record high of $13.3 billion. 
Chis was by far the largest increase in 
state revenues in our history; at no time 
has any jump in state-tax revenue been 
so marked. In fact, the total increases 
from 1942 to 1950 and from 1950 to 1955 
were $4 billion in each period. The 
largest previous one-year jump was $1 
billion in the halcyon days of 1946-7. 
And back in 1942, the total collected 
was less than $4 billion, one-third of 
1956 collections and just twice the 
amount of the 1955-56 increase. 

Leading the way in this rise were 
sales and gross-receipts taxes. These in- 
creased $1 billion from $6.8 to $7.8 
billion. Percentagewise, this increase was 
13.3%; the income-tax-percentage rise 
far exceeded that. Personal income taxes 
jumped 25 per cent, and corporate in- 
come taxes 19 per cent. 

A breakdown of the increase in sales 
and gross receipts revenue shows that 
general sales and gross receipts jumped 
$389 million. Motor fuel sales taxes were 
up $330 million, and every other cate- 
gory of sales taxes rose at least six per 
cent. 

General sales and gross receipts taxes 
totaled $3 billion, substantially more 
than any other tax source. This was 
about one-fourth of total state-tax yields, 
even though this kind of tax was not 
applied by 15 states. 

The second biggest source was the 
sales tax on motor fuel, which provided 
$2.7 billion. Altogether, general and 
selective sales and gross-receipts taxes 
were up $915 million, or almost three- 
fifths of the total collected from all 
state-tax sources. 

Motor-vehicle and motor-vehicle op- 


erators’ license taxes provided $1.3 
billion, up $107 million or 9.1 per cent 
from the 1955 amount. This category 
includes truck mileage and weight taxes, 
and other motor-carrier taxes except 
those measured by gross receipts, net in- 
come, or assessed valuation. 

Corporation and individual income 
taxes together rose 23.3 per cent from 
$1.8 billion into $2.3 billion. The yield 
of individual income taxes (imposed by 
31 states) was up about one-fourth to a 
record high of 1.4 billion. Corporation 
net income taxes amounted to $880 
million, or about one-fifth more than 
the 1955 figure. 

State property taxes totaled $468 
million in 1956, 13.5 per cent more than 
in 1955. This tax source, of course, has 
been almost entirely relinquished to 
local governments by most States. State 
property levies commonly are at only 
nominal rates, or apply to limited types 
of property, such as intangibles, motor 
vehicles, or particular classes of utility 
property. 

Death and gift taxes were up sharply, 
from $249 million in 1955 to $304 
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million in 1956. Severance taxes were up 
17.1 per cent to $359 million. 


Individual state comparisons 


All 48 states reported higher total tax 
yields in 1956 than in 1955. The col- 
lections of ten states were up more than 
20 per cent and gains of from 10 to 20 
per cent appear for 26 states. The largest 
increases were reported by California 
(up $199 million or 14.9 per cent), New 
York (up $157 million or 13.0 per cent), 
and Michigan (up $112 million or 17.4 
per cent). 

California collected $1.5 billion in 
state taxes and New York $1.46 billion, 
far more than the next ranking states of 
Michigan ($758 million), Pennsylvania 
($702 million), Illinois ($641 million), 
Ohio ($636 million), and Texas ($602 
million). The states with the lowest 
totals were Delaware (significantly) and 
Vermont. Each collected $13 million. 

Per capita amounts of State taxes 
ranged from about $131 in Washington 
down to about $47 in New Jersey. The 
48-State average equaled $82. 

No state showed a decrease in rev- 
enue. This was in marked contrast to 
the previous year when Indiana showed 
a $24 million (11%) decrease, and Dela- 


ware, Minnesota, New Hampshire, 
South Carolina and Utah also showed 
drops. 


And one interesting sidelight for those 
who like the famous two-dollar Yankee 
bet. New York State made balancing its 
budget a lot easier by collecting $61,- 
284,000 from the parimutuels. No other 
state can make that statement. Cali- 
fornia had the second largest pari- 
mutuel income, but that was only $24 
million. All told, bettors paid $203 
million in taxes at the parimutuel 
windows. Figures on winnings are not 
available. vr 


State income-tax rates vary; ‘el 


they range from 0.8 to 11.8% 


; oe SURPRISING variation in rates of 
tax among the states levying income 
taxes is revealed by a study recently 
made by the National Association of 
Tax Administrators. 

The table below shows the minimum 
and maximum rate imposed by each 
state, the upper level of income bracket 
subject to the minimum tax rate, and 
the lower level of the bracket which is 
taxed at maximum rate. The table re- 


ports data for 29 states and the Dis- 
trict of Columbia. In addition to these 
states, New Hampshire and Tennessee 
tax income from intangibles, although 
they tax no other form of individual in- 
come. Ohio and Michigan are among 
the states which do not have individual 
income-tax laws but which tax the yield 
from intangibles under property tax pro- 
visions. 

Of the states reported in the table, all 
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but Massachusetts and Maryland tax net 
income at graduated rates. Maryland 
taxes the first $500 of net investment in- 
come at 2%, higher investment income 
at 5%, and all other income at 2%. The 
3.075% rate reported for Massachusetts 
is imposed on earned income (from em- 
ployment, trade or business) and pro- 
fessional income. In Massachusetts, in- 
come from annuities is taxed at 1.845%, 
and from capital gains and interest and 
dividends at 7.38%. Massachusetts rates 
include the basic statutory rate plus 
several surtaxes. Other states which tax 
certain forms of income at differential 
rates include Colorado, which imposes a 
2% surtax on gross income received as 
dividends and interest in addition to its 
normal tax; and New York, which taxes 
net capital gains at one-half of regular 
rates. New York also imposes a separate 
levy on the net income of unincorpo- 
rated businesses. Missouri is the only 
state with a graduated rate scale which 
taxes total income at a single rate in- 
stead of imposing each rate in the scale 
on the related segment of income. In 
Missouri, the single tax rate is the rate 
applicable to the bracket in which total 
net income falls. Missouri’s statute, how- 
ever, also provides for fixed deductions 
with the application of the various tax 
rates, ranging from $5 to $135. 


Credits 


For a number of states, the rates re- 
ported reflect the effects on basic rates 
of surtaxes or credits usually imposed 
for temporary periods. Colorado’s nor- 
mal rates are reduced by a 20% credit, 
first allowed in 1950 and extended for 
one year in each subsequent year. The 
rates of five states include surtaxes 
adopted in 1955. Idaho adopted a 714% 
surtax effective for the tax years 1955 
and 1956. Minnesota, which already had 
in effect a 5% surtax for veterans’-bonus 
purposes, imposed another surtax of 5% 
for the tax years 1955 and 1956. 
Mississippi added a 14 per cent surtax 
for the period April 1, 1955 to June 30, 
1956 subject to an earlier reduction if 
state revenues are sufficient. Oregon 
made a surtax of 45% effective for tax 
years ending after August 3, 1955. 
Wisconsin adopted a 20% surtax for the 
calendar years 1955 and 1956. 


Vermont reductions 

Higher rates enacted in 1955 by 
Vermont may be reduced if general 
fund surplus in June 1956 permits, but 
not below the previous 1.5 to 5.5 range. 
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STATE INDIVIDUAL INCOME TAX RATE RANGES 
January 1, 1956 
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Coal stripper’s investment in roads and 
equipment entitle it to depletion. Tax- 
payer, the lessee of coal lands, argued 
that it is not required to share the per- 
centage depletion with the contractor 
who actually did the stripping. When 
more than one person has an economic 
interest, the allowance must be shared. 
The Tax Court held that the stripping 
contractor had no such interest. This 
court reverses. The contractor had in- 
curred cost in building roads and pur- 
chasing equipment and, though his com- 
pensation was a fixed price per ton (ad- 
justed from time to time for changes in 
cost), he could look only to sales of the 
coal for compensation. The case is re- 
manded to the Tax Court. Hamill Coal 
Corp., CA-4, 12/13/56. 


Commissioner erred in requiring inven- 


M. iscellaneous new decisions this month 


tory of breeding animals. Taxpayer, a 
breeder of high-quality cattle and sheep, 
had since 1938 used the accrual method 
and computed inventory on the unit- 
livestock-price method. It had included 
breeding animals in that inventory (pay- 
ing ordinary income tax on their an- 
nual increase in value in accordance 
with a schedule). Although the Code was 
amended to include breeding animals as 
capital assets, the Commissioner insisted 
that taxpayer required permission to re- 
move breeding animals from inventory, 
and this permission he refused to grant 
until 1953. This case involves the years 
1946-49. The court holds that taxpayer 
was correct in removing breeding ani- 
mals from inventory. Capital assets are 
not inventory, and no permission is 
required. The court also finds that sales 
of baby calves with the mothers (on 
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which capital gains were realized), pro- 
duced ordinary income. Lewis, DC Tex., 


8/20/56. 


Brick and tile is first marketable prod- 
ucts of clay. Taxpayer can compute per- 
centage depletion based on the selling 
price of the finished brick and tile f.o.b. 
plant, loaded for shipment. Teague 
Brick & Tile Co., DC Tex., 12/11/56. 
Similarly Kirby 11/7/56. 


Oil and gas royalties not “rents” to 
insurance company. Life insurance com- 
pany “gross income” includes interest, 
dividends and rents. The term “rents” 
does not include royalties from oil and 
gas leases received prior to 1955 but 
specifically includes royalties in gross 
investment income for 1955 and later 
years. Rev. Rul. 56-676. 


Credit bureau not a business league. 
The primary activity of taxpayer, an 
association of manufacturers of auto- 
motive equipment, was credit investiga- 
tion and giving information to members. 
In addition, the association represented 
its members in bankruptcy claims, con- 
ducted polls and surveys, and issued 
various bulletins. The court stresses the 
similarity in activity of this credit service 
and those of other credit organizations 
operated for profit. Motor & Equipment 
Vfrs., DC IL, 8/30/56. 


Trust income distributable and deduct- 
ible though trustees withheld payment 
during litigation. Taxpayers’ trust was 
required to distribute income unless a 
beneficiary was under a disability. In 
1948, the trust was challenged as being 
in violation of the rule against perpetui- 
ties and invalid. While the legal action 
was going on, the trustees did not dis- 
tribute the income for the years 1947 
through 1950. In 1951 and 1952, the 
Massachusetts courts held that the trust 
was valid. The trustees contended that 
they were not taxable on the trust in- 
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come because it was distributable, 
though not actually paid out. The Tax 
Court agreed, and the circuit court 


affirms. Higginson, CA-1, 11/16/56. 


W-2 must include noncash wages to 
retail commission men. In 1953, the 
withholding Code 


were amended to exclude noncash wages 


provisions of the 


to retail commission salesmen (typically, 
merchandise bonuses). The IRS now 
holds that the value of such remunera- 
tion must be included on the W-2. [See 
comment, page 000. Ed.] Rev. Rul. 57- 
18. 
Cuban taxes other than “bag tax” 
allowed for foreign-tax credit. Specified 
municipal, provincial, and national taxes 
levied on a Cuban sugar company are 
held to constitute income taxes for which 
a foreign-tax credit is allowable. How- 
ever, no such credit is allowable with 
respect to the so-called Cuban “‘bag-tax”’ 
levied at a flat rate of ten cents per bag 
of sugar. Rev. Rul. 56-658. 


Sale of merchandise for use as prizes 
not at retail. The Federal excise tax 
applicable to retail sales is not payable 
on sales to concessionaires of merchan- 


dise to be used as prizes in games of 
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skill and chance. [The Eighth Circuit 
so held in Gellman (235 F2d 87). Ed.] 
Louis, DC Wisc., 11/19/56. 


Trustee’s powers attributed to grantor 
who could remove without cause. Tax- 
payer, grantor of a trust, had the right 
to remove the trustee without cause. 
For this reason, the Tax Court said, the 
trustee’s powers must be considered as 
powers of the donor. Those powers were 
such that the income is taxable to the 
donor under the Clifford rules. The fact 
that the donor never exercised this right 
is irrelevant. This court affirms. Corning, 
CA-6, 11/1/56. 
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